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Brazilian Development: 
One Problem and Two Banks 


By Cleantho de Paiva Lette* 


The economic development of Brazil like all the problems of 
a growing economy is a complicated and baffling one as might 
be expected in a country of 66 million inhabitants, unevenly 
distributed over a territory larger than Continental United States. 
Efforts to provide for the investments necessary to take care of 
a rapidly growing population and to correct regional unbalances 
have been intensified during the last few years by the Brazilian 
Government. The role played by the Brazilian National De- 
velopment Bank is extremely important, as the Bank is the main 
source of capital for most of the projects designed to strengthen- 
ing the economic infra-structure of the country. Cooperation 
of external sources of financing is undoubtedly needed to comple- 
ment the national sources of savings. So far, the leading part in 
the external financing of Brazilian development was played by 
the Export-Import Bank and in a smaller scale by the International 
Bank. In this paper, I will deal briefly with the contribution of 
the National Development Bank of Brazil to the development 
of public and private enterprises and on the role which the Inter- 
American Development Bank is expected to play in addition to 
a continuation of Eximbank and International Bank’s lending 
activities. 

The growth of the Brazilian economy between 1940 and 1959 
is reflected in a yearly increase of its gross national product at an 
average cumulative rate of 4.6%. In terms of 1958 dollars the 


*The author is Executive Director of the Inter-American Development 
Bank. The views expressed in this paper are his own and do not pur- 
port to reflect those of the institution with which he is associated. 
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gross national product increased from 6,741 millions of dollars 
in 1940 to 15,619 millions of dollars in 1958 and 16,431 millions 
of dollars in 1959. Although a 4.6% rate of increase may seem 
a satisfactory average, any favorable impression has to be quali- 
fied by other considerations such as the unbalanced regional 
distribution of income and the very high rate of population in- 
crease. The Brazilian population has increased between 1940 
and 1950 at a yearly cumulative average rate of 2.4% but has 
already attained a 2.7% rate in the last few years and would 
probably reach 3% per year in a very short time, as the result of 
sharply declining death and infantile mortality. Average per 
capita income was $165 in 1947; it increased to $242 in 1958 
and to $247 in 1959. Such slow growth of per capita income 
would appear still more serious if one considers the tremendous 
differences between the per capita income of the state of Sao- 
Paulo, for instance, and the Northeast region. While in the State 
of Sao Paulo per capita income reached the level of $370 in 
1959, the State of Piaui had a per capita income of only $45 a year, 
roughly half of the per capita income of India or Pakistan. 


On the other hand, the formation of fixed capital which de- 
veloped at a high rate between 1947 and 1952 has progressed 
at a slower pace in the last five or six years. While the rate of in- 
vestment was roughly 16.3% between 1947 and 1952 it decreased 
to 13.6% in the following seven years. It is impossible to forecast 
whether the rate of investment in the basic sectors of the economy 
will be reduced or levelled off in the next few years. The grow- 
ing demand for power and steel, for instance, requires a tre- 
mendous amount of additional funds every year. The National 
Development Bank is committed to invest in the next three years 
the equivalent of $400 million in power projects, and in the next 
four years the equivalent of another $400 million should be in- 
vested in two big steel mills in Sao Paulo and Minas Gerais. 
The regional power program in the Northeast (including produc- 
tion and transmission lines, but not local distribution) would 
require $230 million in five years and the power program of the 
State of Sao Paulo alone would probably require the double of that 
amount in three years. 
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In a country which has an average per capita income of $247 
it is extremely difficult to allocate to capital investment such a 
high proportion of the national product as has been allocated 
in the last ten or twelve years in Brazil. In the last four years 
16% of the gross national product has been destined to capital 
investment which is clear evidence of the effort of the Brazilian 
people in spite of the generally modest standard of living of the 
population to maintain its consumption at a low level. At the 
same time the accumulation of cotton and then coffee stocks has 
heavily affected the amount of gross investment that could be 
reserved to fixed capital. The maintenance of coffee stocks 
which could not be exported represents 22% of the gross na- 
tional product and therefore the rate of investment in fixed capital 
is approximately 12% of the gross national product. 


This rate of investment represents a considerable sacrifice for a 
people of low per capita income but it is still insufficient when 
compared with the investment needed to take care of the minimum 
growth which is the general aspiration of the country. If one 
takes into consideration that the population is growing at a rate 
of 2.7% a year and that the capital-output ratio is approximately 
3.2% the annual increase of per capita income resulting from the 
rate of investment just mentioned is approximately 1%. At these 
rates the per capita income of Brazil in twenty years’ time would 
be only $306. Moreover, as regional unbalances could not be 
entirely corrected, per capita income of several millions of inhabi- 
tants of the Northeast would actually be reduced. This shows 
that an immense effort is indispensable to speed up the develop- 
ment of the country. 


The insufficiency of total resources for investment is still more 
acute in the underdeveloped area of the Northeast. Being quite 
aware of the grave unbalance in economic development between 
the North and the South of the country, the Brazilian Government 
is programming to concentrate an increasingly larger amount of 
funds for investment in basic services in the Northeast area, where 
22 million inhabitants live in conditions approaching the standard 
of living prevailing South-East Asia. A special development Bank 
for the Northeast was established in 1953 and has cooperated 
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in the effort to speed up the development of the region which, 
although subject to periodic drought seasons, is densily populated 
in the humid coastal fringe. Several projects in the field of power, 
silos and warehouses, roads, ports, small industries, etc. were 
developed with the aid of the Northeast Bank and the National 
Development Bank. 

It is recognized, however, that a much bigger effort is necessary 
and for that reason the Government established last year a 
Regional Development Authority for the Northeast (Superin- 
tendencia do Desenvolvimento do Nordeste-SUDENO) to su- 
pervise the preparation of an overall plan for the area and to 
control the execution of investment programs by the several 
agencies operating in the Northeast. An unusual feature of the 
new authority is that all state Governors of the area are members 
of its Governing body, where they work together with Federal 
officials representing the main departments and Federal Govern- 
ment banks. Bringing together State and Federal government 
agencies, SUDENO will be able to exercise a much needed 
coordinating function; thus, it represents an interesting experi- 
ment in the field of inter-governmental relations. 

The problem of the Northeast is particularly serious in view 
of the fact that the Central-South region of Brazil requires such 
an amount of additional investment that resources cannot be di- 
verted to the less developed area of the Northeast without 
affecting the progress of the Southern region. Moreover, the 
redistribution of income from the South to the Northeast could 
mean a loss in the general productivity of investment as the com- 
plex of external economies already existing in the South therefore, 
would not play its role in improving the overall capital-output 
ratio of the nation’s economy. 

The need for external capital for the development of Brazil 
cannot be over-estimated. In order to obtain a rate of fixed capital 
investment of the order of 20 to 25% of the gross national 
product it would be indispensable, in addition to the internal 
efforts, to bring a substantial supplement of funds from abroad 
both from governmental and private sources. During the first 
period supplementary funds from external sources should come in 
an amount necessary to increase the rate of investment in fixed 


BRAZILIAN DEVELOPMENT 7 


capital from the present 12% of the gross national product to 
18%, a rate which has already been attained in the past. The 
new resources may derive either from an improvement in the rela- 
tive, price of Brazil’s imports and exports, i. e. in the terms 
of trade, or from public and private investment provided by 
international institutions and capital exporting countries. In 
this connection, I would like to recall that more than 40% of the 
United States investment in manufacturing in Latin America are 
concentrated in Brazil, and only Canada and Great Britain in the 
whole world have received more investments than Brazil in this 
field. This concentration of investment in manufacturing in Brazil 
is easily understandable when one considers the fact that 92% 
of direct United States investment in Latin America is concen- 
trated in eight countries representing 84% of the total population 
of the region, which shows that except for investments in oil 
and mining United States private investment decisions are prim- 
arily governed by the size of the national market. That explains 
how, irrespective of the changing conditions and the variable 
“investment climate” in Argentina, Brazil and Venezuela, 71% 
of the increase in U. S. manufacturing investment in Latin Amer- 
ica during the postwar period occurred in those countries. 


The total amount of United States investment in Brazil since 
1946 is roughly 1.5 billion dollars which is equivalent to an annual 
average of over $100 million. However, that sum does not rep- 
resent a net flow of capital since a substantial part of these in- 
vestments actually represent reinvestment of local profits. More- 
over, the amortization of capital and remittances of yields absorb 
an increasing share of Brazil’s foreign exchange receipts and, in 
fact, there has been a net out-flow of capital in the last few years. 
Although the contribution of foreign capital should also be meas- 
ured in terms of the dynamic impulses generated in the Brazilian 
economy, this fact is a very serious one. From the balance of 
payments point of view the problem created by the net outflow 
of capital should be examined very carefully by Government au- 
thorities, specially because the greatest part of the United States 
investment in Brazil goes into the equipment industry, oil distribu- 
tion, public services, and to light manufacturing for the local 
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market. This concentration in sectors which do not contribute 
significantly to the export trade follows the patterns of United 
States manufacturing investment in Latin America of which a very 
small percentage of sales (5% in 1955) goes to the export market: 


Consequently, the effects of American investment in Brazil as a 
producer of foreign exchange are negligible or null, although 
there is some indirect effect to the extent that locally produced 
goods replace former imports. The expansion of Brazil’s capacity 
to export is extremely important in order to assure a minimum 
level of imports which are indispensable to maintain the present 
rate of economic growth, no matter how unsatisfactory that rate is. 
The participation of private American capital in fields of activity 
leading to an increasing export of Brazilian products would con- 
tribute to reduce the pressure on the balance of payments orig- 
inated from the amortization and remittances of profits of private 
United States companies operating in Brazil. Of course, the con- 
tribution of the new investments would be higher if investments 
were concentrated in sectors whose production have a higher 
unit value. Therefore private United States investments should 
preferably be channeled into the industrial production of 
exportable goods and into the primary processing of raw ma- 
terials for export. 


It is useful to remember that private foreign investments in 
Brazil have had a limited impact in the development of the 
country. In spite of the fact that it has contributed as a catalyst 
to the development of certain industrial areas and to the in- 
crease in national productivity, private foreign investment does 
represent now a burden in Brazil’s balance of payments in view 
of the fact that in the last few years there has been a continuous 
net capital outflow. 


If we turn now to the contribution of public investment the 
conclusions are not much more encouraging. In the period 1954- 
1958, if we exclude compensatory public loans, the amortization 
of loans and other investments was greater than the inflow 
of public capital by the amount of $328 million. Even if the so- 
called compensatory balance of payments loans are taken into 
account, the net inflow of public capital into Brazil during these 
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14 years would amount only to $117 million, that is an average 
of $21 million per year. Since the average net outflow of private 
capital per year in the same period was of the order of $28 mil- 
lion, it becomes clear that the net inflow of public capital was 
insufficient to compensate for the net outflow resulting fronr 
foreign private investment. Those figures clearly indicate a need 
for periodical compensatory balance of payment loans which in 
effect aim at a correction of the disequilibrium in the balance 
of payments which is in part the result of external commitments 
on account of private and public loans to Brazil. If one considers 
that of the $859 million disbursed by the Export-Import Bank 
in Brazil, $445 million were reserved for the latter types of loans, 
it is easy to understand why the Brazilian Government attaches 
such priority to this type of financing. 


Unfortunately, it is somewhat popular among certain circles 
in this country the theory that the correction of balance of pay- 
ments deficits should be achieved through unilateral action of 
the Brazilian Government. In fact this attitude contains a serious 
misconception of the present situation in Brazil. 


The problems of the balance of payments and its short or 
medium term deficits cannot be solved through emergency meas- 
ures. They require a much more careful treatment which would 
include not only compensatory financing but also the financing 
of projects or programs which will bring about substantial 
changes in the structure of foreign trade of the country and will 
increase its ability to import. 


The vicious circle of balance of payment difficulties blocking: 
access to new public funds and the lack of public investments 
reducing the country’s ability to solve balance of payments prob- 
lems, this vicious circle has to be broken. The dimensions of the 
Brazilian market, its growth potential, its economic and political 
significance, the ability of the people to devote a large share of 
its resources to investment indicate the need for new, bold and 
courageous schemes. Such schemes have not been lacking when 
the Government and business circles of this country and of other: 
capital exporting countries faced the much more difficult and 
baffling problems of India and Pakistan, for instance. 
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II 


One of the basic contributions for the creation of conditions 
favorable to an increasing flow of private investment is the crea- 
tion of an infra-structure of basic services such as transporta- 
tion, power, ports, etc. The National Economic Development 
Bank was established in 1952 exactly for that purpose. But be- 
fore giving a summary of the Bank’s activities, it is useful to 
recall the background for the establishment of the Bank. 


When the Governments of Brazil and the United States estab- 
lished a Joint Commission of Economic Development in 1951, 
two main difficulties stood in the way of immediate action on the 
part of both governments to solve the mounting economic prob- 
lems of the country: the lack of sound projects and the lack 
of adequate financing institutions to mobilize private savings. 
After two years of work the Joint Commission prepared a gen- 
eral report and a series of projects mainly in the field of power, 
transportation and basic industries. The external financing for 
such projects was expected to come from the Export-Import Bank 
and from the International Bank to whom they were sent through 
the good offices of the State Department. For the financing of the 
local cost of those projects, which in many cases represented more 
than 60% of their total cost, the Brazilian Congress passed a 
law establishing the National Economic Development Bank 
(B.N.D.E.) as a separate, autonomous institution under the gen- 
eral supervision of the Minister of Finance. A special 15% sur- 
charge on the income tax of all individuals and corporations who 
pay income tax above a certain level was established as the main 
source of the Bank’s funds. This surcharge was to be collected 
for a five-year period and then returned to the taxpayers with a 
25% bonus in the form of government securities called Economic 
Development Obligations, to be reimbursed over a twenty-year 
period, and earning 5% interest. 


That scheme has been very satisfactory in operation and was 
extended for another ten-year period in 1956, when Congress con- 
ducted a complete review of the Bank’s activities since its in- 
ception. Besides the 15% income tax an additional levy on 25% 
of the technical reserves annually accumulated by insurance com- 
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panies were also allocated to the Bank. Two additional optional 
sources of funds were also provided in the 1952 law: 4% of 
savings banks’ deposits and a small part of the social security 
contributions. However, for economic and political reasons, the 
utilization of those two sources of funds has not been authorized 
by the Minister of Finance and therefore the Development Bank 
does not have access to these funds. With reference to the de- 
posit of the insurance companies’ contribution to the Develop- 
ment Bank, an interesting arrangement has later been worked 
out. According to that arrangement, the Bank would free the 
insurance companies from depositing 25% of their reserves into 
the Bank if they invested an amount equivalent to 40% of their 
yearly accumulated technical reserves in projects which, in the 
opinion of the Bank, are basic to the development of the coun- 
try. As a consequence of that arrangement, insurance companies 
were led to re-orient their investment policies and to allocate 
an increasingly larger share of their resources to a number of 
high priority industrial projects, mainly in steel, mechanical in- 
dustry, automotive and pulp and paper manufacture. 


As the original resources of the Bank proved insufficient, Con- 
gress in the last four years passed several important bills estab- 
lishing special funds for the development of maritime transporta- 
tion, rehabilitation of ports, paving of roads, all these funds 
to be deposited with the National Economic Development Bank. 
Utilization of such funds for loans to projects within these fields 
was regulated by law and the Development Bank plays an im- 
portant role not only in the formation of the programs, but also 
in the allocation of resources to specific projects. 


A special ‘Electrification Fund” was established in 1955 in a 
bill which created a small surcharge on power rates to be col- 
lected from the consumers together with the tariff. The resources 
of the electrification fund are supposed to ultimately constitute 
the capital of a national power company called Electrobras when 
such company is created. A bill for that purpose has been tabled 
in Congress since 1954, but has been in a Committee of the House 
since 1956. Until Electrobras comes into existence, the Develop- 
ment Bank is authorized to use the “Electrification Fund’ for 
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loans and equity participation in private and public power proj- 
ects. The Bank has made considerable use of such fund, together 
with its own funds, to lend money on a long-term basis for the 
construction of large hydroelectric projects such as the Furnas 
project which received in 1958 a loan from the World Bank of 
$73 million. Unfortunately, neither the “Electrification Fund” 
nor the part of the Bank’s general resources allocated to this sec- 
tor seem to be sufficient to cope with the needs for invest- 
ment in the power field. The Bank is at present trying to find 
some formula to mobilize additional resources for power develop- 
ment. 

The BNDE has been in operation for the last seven years and 
its current outstanding loans fall within the fields of power 
production and distribution; re-equipment of railroads; improve- 
ment of ports; a group called basic industries and including 
the steel industry, heavy mechanical industry, heavy electrical 
equipment, fertilizer plants, paper and pulp industries, etc.; mech- 
anization of agriculture through the sale of agricultural ma- 
chinery; building of regional chains of warehouses and silos, 
cold storage facilities; expansion of maritime transportation; con- 
struction of shipyards, etc. During its first years, 50% of the 
funds invested by the Bank have been for the re-equipment of 
railroads, 30% for the production and distribution of power, 14% 
for basic industries. This distribution is changing gradually tow- 
ards a larger proportion being allocated to basic industries with 
a consequent reduction in the percentage allocated to railroad 
transportation. 

The emphasis on these activities is explained by the fact that 
the Development Bank was originally conceived as an agency 
to raise non-inflationary financial resources to be invested in those 
sectors which were identified as “bottlenecks”. These “‘bottle- 
necks” were mainly in the fields of railroad transportation and 
electric power which were also considered unattractive to sizable 
private investment. The need for a governmental investment 
agency such as the Development Bank is now generally recog- 
nized and government intervention in order to mobilize savings: 
and to channel them into priority projects does not now raise 
any more discussion. The success of the Development Bank’s 
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activities can be measured by the considerable amount of funds 
which are being concentrated in basic services and industries 
and by the increasing amount of private capital which is also 
being brought into those basic projects to which assistance has 
been assured by the Development Bank. 

Besides its granting of conventional loans, the BNDE has also 
participated in a number of important government and private 
enterprises buying ordinary and preferential shares on their 
capital. Equity participation of the Development Bank has three 
important purposes. First, the Bank seeks to protect its funds 
from loss of purchasing value through inflation. Secondly, it en- 
visages the expansion of the capital market through the building 
up of a portfolio which can be sold in that market when the. 
investment has matured, giving thereby an opportunity to small 
investors to have access to first class securities. The third purpose 
is to create in such public enterprises in which the Bank partici- 
pates, the preoccupation for a business-like type of operation, 
something that is not always present in government-owned cor- 
porations. The BNDE has also another related purpose when it 
asks for equity participation in private, one-family owned enter- 
prises: to open up such “closed” corporations in order that the 
benefits of public investment assistance can be spread to a larger 
number of taxpayers. After all, if a large amount of the 
Bank’s resources come from the public, it is only fair that as large 
as possible a segment of the public should benefit from the 
Bank’s financing operations. 

The BNDE makes no distinction between private and public 
enterprises, nor between national and foreign companies. All 
of them have access to the Bank’s loans, equity participation 
and guarantees on exactly the same conditions. The paramount 
considerations are, of course, the sector of activity of the enter- 
prise, the soundness of the project and the ability of its man- 
agement. In the field of power for instance, the Bank has fin- 
anced public companies, private national companies, mixed cor- 
porations, foreign companies operating in Brazil and subsidiaries 
of American and Canadian holding companies. 

There is also no preference for new projects as compared with 
the expansion of existing enterprises. The deciding factor is 
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whether the expansion of existing companies will bring a higher 
benefit to the national economy as a whole or whether greater 
productivity, better production scale or technological advance 
could be achieved through a new plant. In fact, with the ex- 
ception of railroad transportation, the majority of the Bank’s 
financing operations have been directed to the establishment of 
new facilities and plants. 

Balance of payments effects are carefully considered in indus- 
trial projects submitted to the Bank, but the Bank has no discrimi- 
natory policy in relation to foreign enterprises. There has not 
been a single case in which the Bank had to choose between a 
national and a foreign project. However, since the majority of 
private foreign firms have recourse to their parent companies 
abroad and to the domestic capital market, they have applied 
less frequently for Bank’s loans than national companies. 

The size of an enterprise is only a small factor in the Bank’s 
evaluation of loan applications. The Bank has of course prefer- 
red to concentrate its loans for projects which call for substantial 
financing resources, not only because of the difficulties the larger 
projects usually find in raising the necessary funds in the private 
capital market, but also in view of the greater impact that big 
projects or mass production have on the economy as a whole. Now 
that the key projects in the field of power, railroad and steel have 
been financed by the Bank, its management is seriously considering 
a revision of its policy with the purpose of expanding its financial 
assistance to middle and small-size enterprises. This should 
not be interpreted as meaning that the Bank has not assisted 
small business in the past; in fact, several small and medium size 
projects in the field of power as well as basic industries have been 
carried out with the Bank’s aid, either in the form of loans or 
guarantees to credits obtained abroad. 

Most of the problems that the BNDE has encountered have 
arisen from the disparity between its limited human resources 
and the funds available, on the one side, and the great need for 
capital in Brazil, on the other side. In the first years, the lack 
of well-prepared projects was also a limiting factor to the 
expansion of the Bank’s activities in the private sector, while in 
the field of government projects the Bank had a well-prepared 
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ground due to the efforts of the Joint-Brazil United States Com- 
mission. In the last four or five years, the quality of the projects 
submitted to the Bank has improved considerably and it may 
be said that, on the whole, there is now no difficulty in Brazil 
in developing sound and well-prepared projects for presentation 
to national or international financial institutions. 

The Development Bank has been very active in giving guar- 
antees to foreign loans extended to the Brazilian government and 
private enterprises. Its operations have helped the negotiation of 
a considerable amount of financing with foreign banks and credit 
institutions in France, Japan, Germany, Italy, Czechoslovakia, 
Eastern Germany, Poland and other countries. Some of the 
credits have been long-term, some medium-term and others took 
the form of suppliers’ credits. In a few cases, the Bank has acted 
as agent for the National Railroad Company (RFF/SA) to pur- 
chase rail and railroad equipment for the account of the Rail- 
road Company in Japan, Poland, Canada, and Czechoslovakia 

In other cases, the Bank has acted as agent of the Brazilian 
Government for credits extended by the Export-Import Bank for 
the rehabilitation of ports and purchase of dredging equipment. 

In 1955 and again in 1957 Brazil signed an agreement with the 
United States to buy large amounts of agricultural surpluses 
mainly wheat. In the first agreement 500,000 tons of wheat were 
involved and in the second agreement 1,800,000 tons for a four- 
year period. In both cases the Development Bank borrowed 
from the Eximbank a large percentage (76% in the first agreement 
and 85% in the second agreement) of the cruzeiros paid in to the 
United States Government by Brazilian purchasers of wheat. 
These resources were earmarked for investment in selected high 
priority projects indicated in the loan agreement between the De- 
velopment Bank and Eximbank. Although in the 2nd agreement 
a “maintenance of the dollar value” clause was included, nego- 
tiations for the revision of such clause are expected to begin 
shortly. It is hoped that the conditions for a third wheat agree- 
ment which will also be negotiated in the near future will make 
it possible for Brazil to continue to absorb a significant share of 
American export of wheat surpluses while at the same time local 
currency resources would be added to the Development Bank’s 


funds. 
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According to the law, the Development Bank presents an an- 
nual report to Congress through the Minister of Finance. This 
report includes not only a general review of the economic 
situation in the past year, but also a summary information on each 
of the projects financed by the Bank and a program of the activi- 
ties for the following year with a clear indication of the type 
of projects to be financed and the amounts to be allocated to each 
field of activities. The administrative cost of the Bank cannot 
exceed a certain percentage of its annual resources and a list 
of all expenses with newspapers, magazines has to be included 
in the report. 


Ill 


In view of the difficulties arising from differences of opinion 
between the Brazilian Government and the International Mone- 
tary Fund, external financing assistance to Brazil from the Inter- 
national Monetary Fund, the International Bank and the Exim- 
bank have practically ceased in the last two years. However, the 
European countries on both sides of the Iron Curtain and Japan 
continue to extend medium term credits and suppliers’ credit to 
Brazil. At the same time, and despite the serious deterioration 
of its balance of payments, Brazil has kept faithfully all payments 
on its foreign debt. What does Brazil expect from the new Inter- 
American Bank? ; 

The establishment of the Inter-American Development Bank 
was always considered by the Brazilian Government something 
that could not be undertaken without the wholehearted support 
of the United States. Finally in 1958 the United States Govern- 
ment changed its former position and so did Brazil which had 
consistently supported the American Delegation at all Inter- 
American Conferences in its effective although sometimes dis- 
guised hostility to the idea of an Inter-American Development 
Bank. When the negotiations for the establishment of the Bank 
took place last year, Brazil took the position that the Bank should 
have much larger resources than the resources that were then 
proposed by the United States Government. The Bank was finally 
established with an initial capital of one billion dollars, to be 
increased in about three years by another $500 million out of 
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which 40% will be contributed by the United States. Out of the 
initial resources 400 million dollars would be paid-in capital, 
while $450 million would be callable and will serve as the basis 
for selling the Bank’s securities in the capital market. A Fund 
for Special Operations of $150 million was established to take 
care of specific projects which will require loans to be reimbursed 
in the currency of the borrower. 

The first meeting of the Board of Governors of the Inter- 
American Development Bank took place in February in Salvador. 
In addition to a Director appointed by the United States as its 
major shareholder, six Latin American Executive Directors were 
elected. Under the direction of President Felipe Herrera, the 
Board of Directors started its meetings in Washington in April. 

The beginning of operations of the Inter-American Develop- 
ment Bank is awaited with great interest both in the United 
States and Latin America. In spite of its limited initial resources 
the Bank can contribute toward the development of Latin Amer- 
ican countries not only through its activities in the field of direct 
financing and guarantees of loans made by other institutions, 
but also through the provision of technical assistance to the less 
developed countries of the Western Hemisphere. Although it 
is quite possible that the Bank’s role will be much more important 
to certain countries than to others, specially as a consequence 
of its limited initial funds, it may exercise an important func- 
tion in the coordination of regional development projects and in 
that sense the Bank will become important to all countries, large 
and small. 

It is indispensable that the Bank’s activities be carried out in 
accordance with the national policies of each Government and 
that its policies should fit within the general framework of their 
respective economic and social development progress. It would 
be a mistake—unfortunately made by another international organ- 
ization—if the Bank were to function, not in close cooperation 
with the countries, but as a sort of privileged, all-knowing, in- 
fallible tutor or counselor of discontented governments. The 
establishment and maintenance of good relations with its member 
governments can be achieved if the Bank keeps in close touch 
with their national economic development institutions and tries 
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to learn through these institutions the needs and programs of 
each country in order that the way can be found within the 
financial possibilities of the Bank and the absorptive capacity 
of each country to channel into useful projects all available re- 
sources. It would also be important for the Bank to investigate 
the possibility of extending technical assistance, together with 
other international organizations, for the completion of surveys 
of economic resources and the preparation of programs and 
projects to be submitted to the Bank and to other international 
Organizations. 

Several Latin American countries have already some experience 
in negotiating with international financial organizations and have 
developed a certain ability to work out sound and well-planned 
projects. The Inter-American Development Bank can certainly 
use the technical ability accumulated in these countries to assist 
other countries where there is a lack of engineers and economists 
capable of preparing projects that would meet the standards estab- 
lished by credit institutions. In several Latin American countries 
no service from the Bank will be more welcome than the as- 
sistance in the preparation of projects and integrated, well con- 
ceived, long-term development plans. The experience of recent 
years in many countries shows that the coordination of individual 
projects within the framework of a national development plan 
is a basic condition to avoid waste of scarce resources and to make 
full use of the investments made for the provision of basic 
services and facilities. 

Longe range development plans of course do not mean a 
subjugation of all private activities to an inflexible, autocratic 
program by means of which government would destroy the 
freedom of the individual and restrict private enterprise. The 
need in the less developed countries, perhaps more acutely felt 
than in other countries, is for a long-term projection of require- 
ments and resources in such a way as to permit a careful, well 
thought mobilization of resources for the completion of projects 
of higher priority. Private initiative is not excluded and, in 
fact, the existence of such plans would facilitate decisions by 
the private investor since he would know in advance in which 
framework his project would fit. 
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The economic problems of Latin America have been the sub- 
ject of excellent studies in the last ten years mainly as a conse- 
quence of the creation of the United Nations Economic Com- 
mission for Latin America (ECLA). Several important reports 
have been prepared by ECLA and its training activities, pro- 
moted in cooperation with several Latin American Governments, 
gave rise to the existence in each country of a group of devoted 
and capable economists. As a consequence of the activities 
of ECLA and also of such other organizations as the OEA, FAO, 
UNESCO, and the International Bank, most of the important 
problems of Latin America are well known. The Inter-American 
Development Bank therefore will not lose much time in repeat- 
ing studies already made by other organizations, but should in 
cooperation with other United Nations agencies begin as soon as 
possible its concrete activities in the field of technical and 
financial assistance. 


General plans of economic development for Latin American 
countries should probably include a certain number of fiscal 
measures designed to mobilize internal resources for development. 
It is essential that the economic development of each country 
be carried out within the framework of a balanced program 
where domestic efforts should go pari passu with an inflow 
of external resources. It is also important that the results 
of the combined national and international efforts should benefit 
the people and not only selected small groups of the popula- 
tion. The industrial development of a country should not be 
permitted to serve as an instrument for the strengthening of 
the position of small groups of promoters or landowners. With- 
out changes in the financial or organizational structure and 
without a readjustment of the present tax structure, economic 
progress in some cases would aggravate economic and social 
desequilibria which are in themselves obstacles to the process 
of development. It will be up to the Inter-American Bank 
to undertake the important, though delicate, task of suggest- 
ing the adoption of adequate tax policies in order that private 
savings may be channeled into priority projects in a larger scale 
than they have been so far. 
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The increase in per capita incomes must be coupled with a 
redistribution of the total income if we want to restrain the 
growing deterioration of the economic and social situation which 
is already noticeable in several areas of Latin America. In order 
to spread the feeling that a reform of the present system of 
the distribution of wealth is necessary, the Inter-American Bank 
would have to act cautiously but firmly to avoid excessive inter- 
ference in matters which belong to the field of sovereign deci- 
sions of the member countries. 

The activities of the Bank will certainly be followed with a 
lively interest in all political circles of the Hemisphere and the 
Bank will have to adjust its policy to the social and political 
realities of the day. As I said on another occasion, there are 
two of these realities which are extremely important as they con- 
dition to a large degree some important policy decisions of the 
Bank: first, the consolidation of representative democracy and 
second, nationalism. The growing development of representa- 
tive democratic institutions gives the people of Latin America 
an increasingly important role in the formulation of decisions 
related to the destinies of their countries. Today, such decisions 
are no longer made only in the interest of dominant minority 
groups or for the benefit of commercial and industrial monopolies, 
Or in response to outside pressure from a foreign economic 
group. Governments can not ignore any longer the presence 
of the masses, even though, because of special circumstances, 
they have not acquired the habit of using the new instruments 
so recently conquered for making their needs and interests felt 
in the representative political bodies. 

A second element of great significance for the activities of the 
Inter-American Bank is the nationalist movement. Brought about 
by several factors, including the dependency of the Latin Amer- 
ican countries on exports of raw materials subject to price fluctua- 
tions in the world market, nationalism is a political ideology 
which reflects itself powerfully in the attitude of government, 
business and labor groups towards foreign capital and towards 
international organizations. Since the United States has the 
largest participation in foreign investment in Latin America, it is 
extremely important that the U. S. Government and private enter- 
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prises should reappraise their position vis-a-vis the rising na- 
tionalist movement. There are several signs that such a reap- 
praisal is under way. But it is also important that international 
organizations, which rightly or wrongly, are looked at in Latin 
America as subject to United States’ influence, should also re- 
examine their position. The creation of the Inter-American 
Bank was in itself an admission that the activities of existing 
international financial organizations were not sufficiently tuned 
to Latin American’s needs and aspirations. It is, therefore, vital 
for the Inter-American Bank to follow a policy which would 
not justify, in the minds of Latin American business and gov- 
ernment groups, the impression that the Bank could be an in- 
strument of foreign domination or a tool for the strengthen- 
ing of foreign enterprises in our countries. 

One of the most sensitive points is the attitude of Latin 
American governments to certain types of investment, such as 
investments for the development of mineral resources. The util- 
ization of oil reserves and of certain other resources has been 
reserved by law in several countries either to government enter- 
prises or to national private capital. In most cases, those policies 
have been adopted after long struggles against groups representing 
foreign interests. The Inter-American Bank should carefully 
respect the position of each government regarding the regime it 
adopted for the exploitation of its natural resources. 

It should also refrain from trying to impose on the governments 
of the area ready-made formulas on the appropriate relations 
between the State and private business. The role that Government 
has to play in the economic life of the Latin American countries 
is considerably different from the role Government is expected 
to play in the economy of more developed countries, and special 
conditions and historical and economic factors, have led some 
Latin American Governments to perform important tasks which, 
in other countries, are assigned to private enterprise. The Latin 
American governments had not only to exercise economic con- 
trols, but also had to carry out direct investment in some vital 
fields where private enterprise would not invest either because 
of insufficient capital or because such fields did not offer suffi- 
ciently’ attractive profit possibilities. Moreover, in spite of the 
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rudimentary democratic organization of most of our countries 
and in spite of the influence exercised by certain economic 
groups, the governments in Latin America play an important 
role in the process of redistribution of income and in the fur- 
thering of social and economic progress. 


Another important consideration is the role that the Inter- 
American Bank can play in the financing of regional and urban 
development in Latin America. The over-all rate of increase 
in population will probably duplicate the present Latin-American 
population within the next thirty years and such an enormous in- 
crease in population will not be absorbed by the present economic 
structure if prevailing agricultural and industrial practices are 
maintained. If the population increases by 38 million in the next 
fifteen years, and the rate of economic development of the last 
few years continues unchanged, only 5 million people could be 
absorbed in agricultural and other primary activities. Such a 
discouraging prospect indicates that industrialization and urban- 
ization processes would proceed at a pace which would require 
seroius consideration of their implications for the programming 
of investment in the next fifteen or twenty years. The growth 
of urban population in Latin America does represent the transfer 
of poverty from the countryside into the urban areas, putting 
a tremendous burden on the already existing limited facilities 
of power, housing, water supply, schools, health services and 
public transportation. va whet extent the Inter-American Bank, 
associated with other U. S. and international agencies, can help 
to solve this problem is a a question mark, but whose answer 
cannot be postponed for long. 


Another important activity of the Inter-American Bank would 
be the financing of trade of capital goods among the countries 
of the area. For some countries like Brazil, Argentina, and 
Mexico, this is probably one of the most important potential 
contributions of the Bank toward their progress and to the de. 
velopment of international trade. The recently established Free 
Trade Association of seven Latin American countries and the 
coming Central American Customs Union offer very interesting 
possibilities to the Bank’s financing activities of foreign trade 
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in certain special lines such as railroad, electrical and transport 
equipment. 

From the point of view of Brazilian interests, the Inter- 
American Bank may represent a welcome departure from the 
existing institutions’ narrow approach to the problems of our 
country. On the one hand, the Inter-American Bank would be 
less influenced by considerations of European interests that may 
have played a role in the decisions of the International Bank. 
On the other hand, the type of pressures that from time to time 
make themselves felt in agencies controlled by the United States 
Government would have no place in an institution which is not 
only an international but, more important than that, a regional 
institution where Latin America has 60% of the capital and a 
proportionate influence in its management. The Inter-American 
Bank, if it builds up a good reputation in Latin America and de- 
velops the confidence of our governments and our peoples, 
may become an important tool for the economic development 
of the area and can be used as the instrument for the administra- 
tion of additional resources such as any funds that may be 
allocated by Western Europe for investment in the less developed 
areas of this Hemisphere or such as P. L. 480 local currencies 
in those cases where the United States Government does not 
find an appropriate national institution to make use of them. 
While the Brazilian Government would prefer to continue, in mat- 
ters pertaining to P. L. 480 funds, to keep the present bilateral 
arrangements with the U. S. Government, I think, if some 
““internationalization” of the management of such funds is un- 
avoidable, they should be turned over to the Inter-American 
Bank rather than to the forthcoming International Development 
Association. 


I believe that in the future, most of the Brazilian projects 
would continue to be financed by the World Bank, by Eximbank, 
or by the Development Loan Fund, as the volume of the loans 
required would be somewhat above the capacity of the limited 
initial resources of the Inter-American Bank. However, certain 
specific smaller loans for private enterprises, “global” loans for 
the Development Bank and special loans for the underdeveloped 
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area of the Northeast could very well be among the first applica- 
tions from Brazil to the new Bank. 

As is well known in the United States and in Latin America, 
the economic development of Brazil presents problems of such a 
magnitude and complexity that they require sizeable resources 
and bold new schemes to help a country which is undoubtedly 
approaching its “take off’ stage. I have outlined briefly some 
facts to support this contention and gave a summary of what 
is being done by the National Development Bank and what 
could be done by the Inter-American Bank. The Brazilian govern- 
ment intends to give to the new Bank the fullest cooperation, 
including the release of some of its best people to enter the 
staff of the Bank and to help to make it an efficient, business-like, 
successful financial institution. In the next few years, it is fair 
to assume a period of great activity of the two banks, cooperat- 
ing with each other and giving other Latin American countries 
an example of good understanding and vigorous action to further 
the economic and social progress of Brazil. 

If they succeed, and I am sure they can succeed, they will 
make a valuable contribution to the improvement of relations 
between the United States and Brazil, and indeed, to the im- 
provement of relations between the United States and the rest 
of Latin America. 


Canada’s Role in West Indian 
Trade Before 1912’ 


By Peter K. Nenman* 


Very often in the history of economic relations between Canada 
and the West Indies, there occur bursts of enthusiasm for greater 
trade between the two areas. We are in such a period now. 
Trade delegations have been exchanged, Canadian trade fairs 
have been held in Jamaica and Trinidad, and there has been 
a good deal of talk of the “complementary” nature of the two 
economies, echoing a recurrent phrase over the last hundred 
years. 


It is obviously sensible for policy-makers on both sides to 
utilise this enthusiasm in order to lay a firm base for future 
trade, but the relative failure of past attempts to stimulate trade 
indicates that it might be a good idea to investigate somewhat 
critically the foundations of economic relations between the two 
areas. In this paper, an attempt is made to survey the develop- 
ment of trade relations up to the signing of the first Canada- 
West Indies Trade Agreement of 1912.1 The period after 1912 
is well covered in the literature,’ but the earlier period is not 


*Senior Lecturer in Economics, University College of the West Indies. 

1 This study was begun during my tenure of a Research Fellowship at 
the Institute for Economic Research at Queen’s University in the summer 
of 1958. I am indebted to its officers for the facilities which they made 
available, and for the opportunity for discussion with Canadian economists 
in universities and government. 

By the West Indies, I shall normally mean the following territories: 
Barbados, Jamaica and its dependencies, Trinidad, and Tobago, the Lee- 
ward Islands(Antigua,Montserrat, St. Kitts-Nevis, British Virgin Islands) 
and Windward Islands (St. Lucia, St. Vincent, Grenada, Dominica), and 
the mainland territory of British Guiana. The Federation of the West 
Indies consists of all the islands except the Virgins; the constitutional 
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so well known, and is full of interest, both for its own sake, 
and as a guide to future policy. 

It is important to discuss first the sort of development that 
would have been expected to take place in the absence of trade 
barriers to West Indian produce. The West Indies may or 
may not have been better off as a result, but it does seem clear 
that they would in any event have been drawn more closely into 
the United States nexus. There were clear signs of this hap- 
pening towards the end of the nineteenth century, even with 
the close political ties to Britain; and it will be one of the pur- 
poses of this survey to show why such a development did not 
come about. 

The United States would have formed the main market for 
West Indian products in much the same way as it does for 
Puerto Rico, and while the competitive pressures would have 
been great, there are no fundamental reasons why the West 
Indies could not have developed as an efficient supplier of labor- 
intensive tropical agricultural products and light industrial prod- 
ucts. The United States would have been probably the cheapest 
supplier of most of the relevant manufactured products, and 
perhaps of some agricultural products (possibly even without 
her domestic price support programs), in this utilising her con- 
siderable advantages in ease and cost of transport over Europe 
and Canada. 


position of Jamaica's dependencies (the Cayman Islands and the Turks 
and Caicos Islands) is somewhat anomalous, especially with regard to 
Customs Union. 

2 The following references may be consulted: U. S. Tariff Commission; 
Colonial Tariff Policies, Washington 1922; F. V. Myer, Britain’s Colonies 
in World Trade, Oxford 1948; Nassau Adams: Canada-West Indies 
Trade, thesis for the degree of B. Comm., deposited in Queen’s Uni- 
versity library, 1958. Three shorter treatments are: C. M. Isbister, 
“Canadian-West Indies Trade—The General Pattern” in Canada and the 
West Indies. Sackville, N. B. 1957, pp. 57-68; (anonymous) “Canada- 
West Indies Economic and Political Relations”, West Indian Economist, 
Vol. 1, No. 6, December 1958, pp. 15-23; and H. P. Jacobs “Canada’s 
Bonds with the West Indies”, West Indian Review, Vol. 4, No. 1, Janu- 
ary 1959, pp. 37-44. 

The present account of the earlier period does not pretend to any 
historical scholarship, but is meant only to weave together a number of 
unconnected threads to form a continuous narrative. 
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With trade barriers, the whole picture alters. West Indian 
sugar has been effectively excluded from the U .S. market al- 
most throughout this century, and the depression in this crucial 
product to which the U. S. exclusion contributed meant, in turn, 
that it was difficult to find the capital and energy to invest in 
products which were not so excluded. Nevertheless, although 
sales to America were shut out, she still remained one of the 
cheapest suppliers, a fact of which, apart from essentially tempo- 
rary exchange difficulties, it was mandatory to take advantage. 
It is a luxury for poor countries to import from inefficient pro- 
ducers. 


The fluctuating course of Canadian-West Indian economic rela- 
tions up to the First World War can only really be under- 
stood in the light of this dominant role of the United States, 
which affected relationships between the two areas to an even 
greater degree than did British Imperial trade policy. West In- 
dians, especially towards the end of the nineteenth century, were 
afraid to enter into trade agreements with Canada for fear of 
antagonizing America. It was only the final withdrawal of the 
U. S. from the world sugar market that finally pushed the West 
Indies into an agreement. The attitude on the Canadian side 
was more ambivalent, reflecting the fascinated revulsion which, 
at least to an outsider, appears to have been (and to be) Canada’s 
reaction to the idea of close involvement with the American 
economy. There were sporadic flashes of enthusiasm for West 
Indian trade, usually sparked by the failure of negotiations with 
the United States, and dying down when these negotiations 
took a turn for the better. A steadying influence in this was 
the constant interest (for obvious geographic reasons) of the 
Maritime Provinces in extending West Indian trade. It is per- 
haps not too cynical to suggest that some of the trade con- 
cessions granted to the West Indies by Canada have been meant 
to help more than one economically backward area. 


The early period: The American War of Independence to the 
end of British protection. ‘The idea that there should be special 
relationships between Canada and the West Indies goes back 
almost two hundred years. For most of the period since then it 
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has been the products of the sugar industry which have been 
“of the very texture of Canada-British West Indies trade rela- 
tions”; * only very recently has another product, bauxite, begun 
to rival sugar as the main export from the West Indies to Canada. 
In the eighteenth century, the main sugar products involved 
were molasses and rum (‘the sine qua non of the fur trade’’).* 
The North American colonies supplied provisions to the West 
Indies, but a good deal of the reverse flow was of the triangular 
type fostered by the Navigation laws. 


With the unrest in the American colonies, an attempt was 
made by Britain as early as 1774 to use Nova Scotia to supplant 
New England as a source of provisions for the West Indies. 
But it failed, partly because of the small and uncertain grain 
surpluses available in the Canadian colonies, and partly because 
even when such surpluses were available, there were difficult 
logistical problems in getting them to Halifax at the shipping 
times imposed by climatic conditions. The natural advantages 
of America were too great to let this artificially stimulated trade 
develop.* 

The attempt was also in part frustrated by its inconsistency 
with the policy of increasing Britain’s carrying trade which was 
being brought about by the Navigation Laws.° For example, 
there were close restrictions on the carrying activities of Nova 
Scotia’s maritime fleet, which were only lifted in the 1830s; 7 
another example was the Quebec Revenue Act of 1774, which 
made West Indian rum cheaper when imported from Britain 
than when brought direct from the West Indies.* All this re- 
duced direct contact between importer and exporter, and so 


5 Isbister, p. 60. 

*O. J. McDiarmid, Commercial Policy in the Canadian Economy, Hat- 
vard, 1946. p. 15. 

5 J. H. Brebner, North Atlantic Triangle, Yale, 1945, pp. 61-2; also 
G. S. Graham, Sea Power and British North America 1783-1820, 
Harvard, 1941, Chapter 4. An attempt earlier in the 18th century by 
France to allocate a similar role to French Canada in the French West 
Indies had failed for similar reasons (cf. Brebner, p. 25). 

6 Graham, p. 57. 

7 Brebner, P. 111. 

® McDiarmid, pp. 14-15. 
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aggravated the already severe hindrances to the trade imposed by 
nature. 

The American War of Independence brought matters to a 
head. The West Indies were forbidden to trade directly with the 
new federation, and suffered severely. It was clear to them that 
their whole economy was built on American provisions, and 
that the Canadian colonies would not prove an adequate alterna- 
tive source of supply. Writing in 1784, Edward Long of Jamaica 
had hard words to say on this: ® 

‘Whatever your North American has predicted of the eventual 
grandeur, population and ability of Canada and Nova Scotia, he 
must certainly be aware that the inhabitants of our West India 
islands . . . will not bear to be kept upon rations of refuse, cod- 
fish and a short allowance of crusty bread for years to come. . . . 
A hundred years is an inconsiderable time to wait for a Bellyful.”’ 

This struggle to keep the provision trade away from the United 
States, which was one of the main objects of Britain’s American 
policy during this period, went on until 1822. But America 
had such preponderant natural advantages that there was con- 
tinual smuggling of her produce into the Indies, while temporary 
suspensions of the prohibition were enacted by the local gover- 
nors from time to time in the frequent cases of extreme short- 
ages.*® An attempt was made in 1816 to develop a re-export trade 
of American flour and provisions via Canada but come to nothing 
because of Colonial Office opposition.” 

The futility of this struggle against the efficient flow of trade 
received final recognition in the West Indies and America Trade 
Act of 1822, which established a system of permanently open free 
ports in the West Indies, to which certain enumerated American 
provisions could be brought, either in British or American ships.”” 
During the same period Britain gradually relaxed her attempts, 
contained in such measures as the Quebec Revenue Act, to 
arrogate to herself the colonial trade, finally in 1842 repealing all 
duties on inter-colonial trade Canada had meanwhile developed 


® Quoted by Brebner, p. 71. 

10 See Frances Armytage, The Free System in the West Indies, Long- 
mans, 1953. 

11 McDiarmid, pp. 28-9. 

122 F. L. Benns, The American Struggle for the British West Indies 
Carrying Trade 1815-1830, Indiana, 1923, pp. 82-86. 
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an inland entrepét trade with the U. S. across the Great Lakes, 
which to some degree compensated for the failure to become 
the supply center for the West Indies.* In 1831 all import 
duties on this trade were abolished, and the way was open to 
develop a re-export trade to the Caribbean. But the opening 
of the Mississippi basin had lessened the advantages of the 
Great Lakes-St. Lawrence route to the West Indies, which them- 
selves were entering a period of depression, reducing their de- 
mand for imports. 


This depression was caused both by the gradual reduction 
in the British protection offered to West Indian sugars,” and 
by the disorganizing effects of the process of emancipation, which 
began to be felt in the early 1830s, the two causes acting and 
re-acting on each other through time. Jamaican sugar produc- 
tion had begun to fall before the 1830s and continued to fall 
throughout the period, as she developed a land-holding peasantry 
‘based on domestic provisions and minor export crops.’* In 
most of the other territories, sugar production recovered within 
a decade after emancipation and continued to expand at a rea- 
sonable rate. From 1840 to 1890, West Indian sugar production 
(apart from Jamaica) was a fairly constant percentage, at around 
10%-13% of world cane production.*® 


18 McDiarmid, p. 18. Nova Scotia did however develop a small bi- 
lateral trade, based on rum from the West Indies, since after the War of 
Independence Britain gradually came to realise that she had to let direct 
two-way trade take place if the Maritimes were to replace New England. 
(cf. Graham pp. 118-119). 


14 For an account of this, and its effect on the West Indies, see P. D. 
Curtin “The British Sugar Duties and West Indian Prosperity”, Journal 
of Economic History, Vol. 14, 1954, pp. 157-164. 

15 For figures on West Indian sugar exports during the nineteenth 
century, see Noel Deerr, The History of Sugar, Chapman and Hall, 
1949, Vol. I. pp. 193-203. Jamaica had been the largest sugar exporter 
in the world in the nineteenth century, but by the end contributed 
less than 10% of total West Indian sugar exports. (There have been 
several treatments of the process by which Jamaica reduced her depend- 
ence on sugar after emancipation: for a recent example see P. D. Curtin, 
Two Jamaicas, Harvard, 1955). This very different development in 
Jamaica has led to error in that, by identifying the West Indies with 
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Most West Indian sugar still went to Britain after the com- 
plete abolition of preferential duties in 1854. Even though the 
differential duties were abolished, however, the tariff structure 
still favoured the importation of the crude muscovado sugars 
to the detriment of glazed crystal sugars, continuing a policy 
which British sugar refineries had brought about as early as 
the 17th century.’ This was important in that it discouraged 
the West Indies from undertaking the technical alterations in 
production processes which were taking place elsewhere, and 
meant that they were handicapped in placing their sugars on 
the world market when the British market was gradually closed 
to them by bounty-fed sugars. By the time (1874) that all the 
British sugar duties were abolished, competition from bounty 
sugar had already caused some depression, which made it dif- 
ficult to get the capital to finance the change-over in techniques. 
It is significant that British Guiana, which started to produce sugar 
on a large scale at a rather late stage (around 1810) and therefore 
adopted efficient methods from the start, was much more suc- 
cessful in invading foreign markets than were some of the other 
territories. 


Canada-W est Indies Trade Relations in the Middle of the 19th 
Century. Although the United Kindom was the West Indies’ 
main market, the United States was still the main source of im- 
ports, and there was some feeling in the Caribbean that closer 
ties with her should be established. The repeal of the Navigation 
Laws had given hope that some sort of reciprocity between 
the West Indies and the U. S. might be arranged. When the 
Canadian colonies concluded the Elgin reciprocity treaty with 
the U. S. in 1854, there was a strong West Indian demand that 
they should join in or, alternatively, that they should be per- 
mitted to include a treaty with Canada alone. But Colonial 
Office opposition to this, based on fears that it would damage 


Jamaica, many people assumed that West Indian sugar production as a 
whole was depressed during the nineteenth century, which it was not, 
except in the last decade. Apart from Jamaica, only the minor islands of 
Grenada, the Virgin Islands and Montserat found it very difficult to 
go on selling sugar. 
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trade between the Indies and Britain, prevented the demand 
from becoming effective.* Throughout this period, the colonial 
authorities had no intention of granting the West Indies power 
to conclude independent commercial treaties, in marked contrast 
with their attitude to the Canadian colonies, which had forced 
their hand in the matter in 1859. 


In 1865 the United States gave notice of the termination of the 
Elgin treaty. The combined Canadian colonies were anxious to 
renew the treaty, and were angry when the Americans proved 
lukewarm. The Canadians threatened to seek other markets. At 
the conclusion of the fruitless negotiations in February 1866, 
Sir Alexander Galt irately told the American delegates:** 


“We [the Province of Canada} shall probably make such con- 
cessions to other countries as we were prepared to make first 
to you—our best neighbors. We shall tell our people that the 
market of the United States is practically shut. We shall direct 
their attention to the supply of the lower Provinces {Maritimes} 
with flour and breadstuffs, and shall endeavour to find in the 
West Indies and the Mediterranean a market for our lumber and 
fish.” 


Galt meant here not just the British West Indies but the whole 
Caribbean, and indeed the rest of Latin America as well. A 
Canadian commercial delegation had already visited the area in 
1865, and made recommendations concerning improvements in 
tariff rates and transportation, but, partly due to Colonial Office 
opposition, nothing more was heard of these proposals.” Again 
in 1875 a further attempt at a Canada-U. S. reciprocity treaty 
failed, and again Canada turned to the Caribbean and Latin 
America. In 1878 Galt was sent to Madrid and London to nego- 


16 Calculated from Deerr, Vol. I, pp. 193-203 and Vol. II, pp. 490-1. 
The percentage figures are 1840:11.7, 1850:10.3, 1860:11.1, 1870:12.3, 
1880:13.0, 1890:10.7. 

17 Deerr, Vol. II, Chapter 28. 

18R. W. Beachey, The British West Indies Sugar Industry in the late 
19th century, Blackwell, 1957, p. 138. 

2® Quoted in Brebner, p. 180. 

20 On the episodes mentioned here, see D. M. L. Farr, The Colonial 
Office and Canada, 1867-1887, University of Toronto Press, 1955, pp. 218- 
225. 
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tiate with Spain and Britain for reciprocity with their Carib- 
bean colonies and, slightly later, to Paris for a similar purpose; 
but no treaties resulted. 

Indeed the “desirability of enlarging Canadian trade with the 
British colonies in the West Indies was a theme which was 
constantly expressed in the Dominion during the latter decades 
of the 19th century”.** Both sides supported the idea, and this 
even led to proposals for political union, especially from Barbados. 
But always there was the problem of the Imperial Government's 
attitude to such differential tariff arrangements within the Em- 
pire. (This general problem in fact lends considerable interest 
to the particular problem of Canada-West Indies trade relations, 
since problems of intra-Empire trading arrangements have 
normally first arisen, at least in the modern period, from this 
source.) The Colonial Office itself was not quite sure of the 
constitutional position and did not issue an outright prohibition.” 
It contented itself, in true British fashion, merely with implying 
that such arrangements would not be looked upon with favour. 
In the event no such agreement between Canada and the West 
Indies was concluded in the nineteenth century, and the Colonial 
Office was not forced to the painful decision. It seems doubtful 
whether Canada’s commercial treaty making power would have 
been limited in this way; certainly by the 1880s several Colonial 
Office officials had reached the conclusion that such inter-colonial 
arrangements were permissible. 


The Era of the Sugar Bounties. By 1875 competition from 
European bounty-fed sugar had begun to be intense on the British 
and American markets.** This quickly raised protests from the 
West Indian planters, protests which received an unsympathetic 
ear from the British government, which had just abandoned sugar 
duties altogether and was in no mood to listen to any proposals 
for their restitution. Free trade meant cheap sugar, and there 
was a disposition to abandon the West Indies to the American 


*1 Farr, p. 186. 

*2 But see the discussion below of the Jamaican proposals of 1882. 

3 For accounts of this see Deerr, Vol. II, Chapters 29 and 30, and 
the references he gives, and Beachey, passim. 
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hegemony. In 1876, Lord Derby, the Secretary of State for the 
Colonies, wrote: 

“If Germany, Austria and France were taxed to give the 
British consumer sugar at a cheap price, why complain? The 
natural market of the West Indies [is} America, not Europe.”’ ** 

Sugar prices fell rapidly. The average price of raw sugar per 
cwt. in London was 20s. in 1875 and had fallen to 11s. 9d. by 1885 
and to 10s. by 1895.*° The percentage of beet sugar in Britain’s 
sugar imports rose from 51% in 1885 to 78% in 1895.*° The 
effect of such competition was to drive the West Indies towards 
North America. In 1882, Jamaica made overtures to Canada 
about reciprocal concessions for sugar, rum and fruit on the one 
hand, and flour, fish and lumber on the other.?”. This news was 
passed on to the Earl of Kimberley, the Colonial Secretary, who 
rather anxiously requested further information from the Governor- 
General of Canada. He added that 


“I need scarcely say that Sir A. Musgrave [the Governor of 
Jamaica} is entirely right in his assumption that Her Majesty's 
Government could not sanction any arrangements which would 
involve the creation of differential duties within. the Empire.’’** 


the revenue problem Jamaican concessions to Canada would 
probably take the form of increased duties on U. S. and other 


This provoked a spirited reply from the Canadians, who denied 
that any negotiations had taken place. Nor were they ready for 
them. But the Jamaicans had made representations. The prob- 
lem of the rum excise prevented anything being done for that 
commodity, but “‘as regards sugar and fruit, they might cer- 


tainly form the subject of future negotiations”’.** Because of 


4 Quoted by Beachey, p. 55. 

25 Deerr, Vol. II, p. 505. 

26 Beachey, p. 142. The import share of the West Indies dropped 
from 14% to 5% in the same period (7bid.). 

27 Sessional Papers (Canada), No. 89, 1883, pp. 38-39. 

28 Ibid. 

2° Ibid., p. 39. All the quotations in this paragraph are taken from 
a report of a Committee of the Privy Council, dated 28th October, 1882. 
The Colonial Office had previously objectedto Canada’s continued efforts 
to negotiate trade treaties with Spain, fearing the damage that a Canadian 
preference for Cuban sugar would do to the British West Indies (Farr, 
pp. 190-1). 
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foreign products. They vigorously opposed the principle that 
“as between portions of the Empire no duties discriminating 
in favour of British as against foreign industry can be sanctioned 
by her Majesty's Government”. They cited the controversy in 
1860-61 over the Maritimes in which Britain had given way and 
went on to say that “In accordance with this precedent the 
Canadian Government claims that it is competent for any of 
the Colonies possessing representative and responsible Govern- 
ments to enter into unilateral agreements for either partial or 
absolute free trade with the Mother Country, or with each other, 
or with both, discriminating against other countries.” They 
conceded that the same principle should not be allowed to the 
Crown Colonies (into which category Jamaica had fallen in 
1865) without permission of the “Imperial Executive.” But 
“Negotiations with such Colonies does [sic] not seem to promise 
any beneficial results until this principle be conceded—that trade 
should be rendered as free as practicable between the various 
portions of the Empire, having obligation to treat others with 
equal favour.” 

In 1885 a trade delegation from Jamaica visited Canada to dis- 
cuss increased trade, and met with a cold reception, both from 
MacDonald’s Government and from the Governor-General, who 
pointed out that the Colonial Office insisted that any concessions 
arrived at be extended to the rest of the West Indies. The Per- 
manent Under-Secretary at the Colonial Office, Sir Robert Herbert, 
sympathized with the Jamaican position,” unlike the Parliamen- 
tary Under-Secretary, but in any case the Canadian Government 
were not prepared to consider the proposals. 

Meanwhile a movement for a reciprocity treaty with the United 
States had developed in the West Indies. The fall in the British 
demand for West Indian sugar had deflected some of their supply 
to America, where European beet sugar, because of the protec- 


*° Farr, pp. 186-7. “It is perhaps questionable’, Herbert wrote, 
“whether Her Majesty’s Government ought to insist on the inclusion 
of all the West Indian colonies in any such agreement’’, especially since 
they had not also approached Canada. “If the Canadian market is not 
large enough to take in more than Jamaica, ought the arrangement to 
be broken down because it does not take in more?” 








36 INTER-AMERICAN ECONOMIC AFFAIRS 


tion for U. S. beet farmers, carried a higher rate of duty than 
did muscavado. Low freight rates, utilizing returning provision 
ships, kept transport costs about one-quarter to one-fifth of those 
to Britain, so that with the fall in London sugar prices, it had 
become profitable by the 1880s to send sugar to America, in spite 
of the 2 cents a pound tariff on raw sugar.” 


In 1884, a year of extreme pressure by bounty sugar, the West 
India Committee tried to obtain, via the Imperial Government, 
most favored nation treatment for the West Indies in the United 
States. America thereupon expressed her willingness to negotiate 
a reciprocal treaty on terms that would imply more or less free 
entry of West Indian goods into the U. S. in return for prefer- 
ential rates for American goods.** At the same time Arthur's 
Republican Administration were negotiating with the Spanish 
Government similar treaties for Cuba and Puerto Rico, and simi- 
larly with Santo Domingo.** But in January, 1885, Grover 
Cleveland became President and in March of the same year the 
proposals for the Spanish treaties were withdrawn from the Sen- 
ate and never resubmitted, ostensibly because of the revenue loss 
involved. 

Although the Barbados House of Assembly had already passed 
the enabling legislation, the Imperial Government did not accept 
the West Indian treaty.** The usual reason given is that the 
proposed treaty conflicted with the most favored nation clauses 
contained in the Anglo-Belgian and Anglo-German commercial 
treaties.*° But it seems arguable that, given the climate of opinion 
in Britain at the time, she would have found a way round these 
difficulties rf the Cleveland Administration had not appeared 
so lukewarm on the similar Spanish treaties, which meant that it 
was unlikely to support the West Indian treaty.** 





$1 Beachey, p. 129. By 1883, 105 thousand tons of West Indian sugar 
out of a total of approximately 250 thousands tons, went to the U. S. 

582 Meyer, pp. 168-9. 

83U. S. Tariff Commission, Reciprocity and Commercial Treaties, 
Washington, 1919, pp. 140-1. (This work is henceforward referred 
to as Reciprocity.) 

54 Meyer, p. 169. 

85 See, for example, Meyer, p. 169; Beachey, p. 140; Farr, p. 191. 
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Whatever the reasons, the rejection of such a seemingly favor- 
able opportunity by Gladstone’s government was very badly re- 
ceived by the West Indian planters,°’ and intensified the de- 
mand for the imposition of counter-vailing duties on bounty 
sugar. Not only had a chance for reciprocity with the United 
States apparently been missed; Canada had demanded and was 
prepared to offer, with full Colonial Office approval, equal 
treatment with the United States in the West Indies. 

As pressure from bounty sugar continued to mount, so did the 
West Indian pressure for some sort of commercial union with 
North America, in default of counter-vailing duties in the British 
market. But as we have seen ,the West Indian sugar industry, 
geared mainly to the production of muscovadoes, was, except 
in the case of British Guiana, ill-equipped to produce the more 
highly processed sugars demanded by American markets. The 
extreme uncertainty over what would happen to the sugar boun- 
ties, concerning both the countries granting them and those which 
were expected to impose counter-vailing duties, made it difficult 
to find capital either for sugar (in case the bounties were lifted 
or counter-acted) or for products that would replace sugar (in 
case they were not). In the words of the Royal West India 
Commission of 1897, the West Indies “had no credit’’,®® this in 
spite of the fact that “The accumulation of capital is proceeding 
so rapidly at the present time that money is available for the 
extension of any industry which offers even the most moderate 
rate of profit.” *° 


The Struggle for American Reciprocity. With the opening of 
the last decade of the century, American tariff policy, reflecting 
the changing political balance, embarked on a series of be- 
wildering changes, which were of extreme importance for the 
West Indies. They raised hopes for closer ties that were, in the 
event, cruelly frustrated. Although the analysis of this on-again, 


36 Cf, Reciprocity, p. 141. 

37 See, for example, J. A. Froude, The English in the West Indies, 
Longmans, 1887, p. 26. 

88 Farr, p. 191. 

39 Report of the Royal West India Commission 1897 Cd. 8655, p. 9 

4° Ibid., p. 6. 
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off-again process of reciprocity is complicated, it seems worth- 
while to treat it at some length,** since it focused West Indian 
attention on the American market and led them to neglect the 
Canadian market for fear of prejudicing the American reciprocity 
negotiations. In 1891, for example, after a visit to the Carib- 
bean the previous year by the Candian Minister of Finance, the 
Canadians offered a 25% reduction in the duty on low grade sugar 
in return for reciprocity with either one colony or all of them. 
But the West Indian sugar producers, fearful of American retalia- 
tion in the negotiations over the McKinley reciprocity treaties, 
and distrusting the growth of the Canadian market, backed out 
of the negotiations.** 


In 1889 a Rpublican Administration and Congress under Har- 
rison took office, having won the election on a tariff platform 
In the following year, McKinley, the Chairman of the House 
Ways and Means Committee, introduced a tariff bill which, al- 
though extremely protectionist in general character, did put sugar 
(the most important American import) and molasses on the free 
list. The avowed object of this was to reduce the buoyant in- 
ternal revenue and thus ease the burden of the new high tariffs 
on manufacturers. To compensate domestic sugar producers for 
the increased competition, they were granted a bounty of 2 cents 
a pound, the previous duty. As originally written, the bill con- 
tained no reciprocity provisions as such, but simply gave unilateral 
free trade in sugar, molasses, coffee, tea and hides, with penalty 
duties for those countries which did not provide “reasonable” 
reciprocity, a provision due to the insistence of the Secretary of 


*1 The best short account of these reciprocity treaties is to be found 
in Reciprocity, pp. 145-162 and pp. 197-226, while Meyer (pp. 169-173) 
has a short summary of some of the developments. General tariff policy 
in this decade is, of course, a common topic in American textbooks (see, 
for example, the indignant account in F. A. Shannon’s America’s 
Economic Growth, Macmillan, 1940, Chapter 26), whose treatments 
are usually based on F. W. Taussig’s The Tariff History of the United 
States. The subject is made additionally confusing by the fact that, 
from the West Indian viewpoint of raw material producers, the Demo- 
crats generally appear as the high tariff party and the Republicans as the 
party favoring low tariffs. 

42 Beachey, p. 173. 
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State, James G. Blaine. This was reciprocity by punishment 
rather than reward, with the degree of “reasonableness” to be 
determined by the President and not Congress. The bill became 
law on October 1st, 1890, but its sugar clauses did not become 
effective until six months later. Rciprocity agreements, to avoid 
the penalty duties, were quickly concluded with Brazil, Santo 
Domingo, Cuba and Germany and, soon after, with most of 
the Central American Republics and Austro-Hungary. An in- 
formal agreement was reached with France, including her Carib- 
bean possessions. Only Venezuela, Columbia and Haiti, of the 
relevant countries, stayed out and had penalties enforced against 
them. 

British reaction was at first tepid, but after the early agreements 
had been signed, pressure from the West India Committee pushed 
the Government into negotiations. In Government circles there 
was “‘a growing realization that a modest form of reciprocity was 
preferable to a move for complete union with the United States, 
a possibility that was becoming more and more real as 
the colonies felt that the American market offered their only 
solution.” ** The negotiations were quickly concluded, resulting 
in two agreements, one for Jamaica (with special preferences for 
bananas ** and citrus), and the other for the rest of the colonies. 
The colonies granted considerable reductions or remissions of 
duty on many American products in return for duty-free entry 
of the five products mentioned above and preferential rates on 
some other products.*° 


These reciprocity treaties remained in force only from Feb- 
ruary 1st, 1892 to August 27, 1894, when they were all brought 


48 Beachey, p. 146. 

** Banana production in Jamaica had begun on a commercial scale 
in the late 1870s and grew rapidly during the 1880s, becoming the 
island’s leading export. See Ansell Hart; ‘The Banana in Jamaica: 
Export Trade”, Social and Economic Studies, Vol. 3, No. 2, September 
1954, pp. 212-229. 

‘It was widely felt in the West Indies that they did not secure 
such good terms as some of the other treaty countries. In order to com- 
pensate for the loss of revenue involved by the preferences on American 
products, all the colonies, with the exception of Jamaica, increased ex- 
port duties on sugar. 
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to a formal close by the enactment of a new tariff bill. In Novem- 
ber, 1892, Cleveland was again elected President with a mandate 
to reduce the McKinley tariff. A new bill was introduced into 
the House by William Wilson in December 1893. It was con- 
siderably less protectionist in general than the McKinley 
tariff, but because of falling revenue it proposed the reintroduc- 
tion of duties on refined sugar (though at a lower rate than 
before). Raw sugar, however, was to be kept free of duty,** 
and the domestic bounties gradually reduced, to be abolished 
finally in 1902. The reciprocity treaties were to be repealed. 
It was held that the imposition of penalty duties led to inter- 
national ill-feeling, and that their adjustment by the Administra- 
tion usurped the functions of Congress. 

As originally presented, therefore, the Wilson tariff was not 
harmful to foreign sugar; indeed, it was probably a better bargain 
than the 1892 treaties, since raw sugar was to be admitted free, 
without reciprocity. The amendments carried by the House made 
it even better; refined sugar was put on the free list as well, 
and the domestic bounties were to be abolished immediately, 
But on their way through the marginally Democratic Senate, 
its sugar clauses were badly mauled. Raw sugar had an ad 
valorem duty of 40% slapped on, and refined sugar paid an 
even higher rate (it was widely believed that many Senators 
were influenced by the sugar trust); an excess duty was placed 
on sugar exported from bounty countries. 

Cleveland was so disgusted with the emasculated bill that it 
became law, in 1894, without his signature. The reciprocity treaties 
could have been formally renegotiated and signed, but now they 
had lost their point, for free entry of sugar had been theit 
raison d’étre. Now that the penalties for non-reciprocity had been 
abandoned, there was no incentive for foreigners to grant con- 
cessions to America, since no concessions would be granted in 
return. Many of the treaty countries protested at the new Act, 
claiming that it violated the existing treaties; but their protests 
were ignored, and no treaties signed.*’ 


46 Coffee, tea, hides and molasses were also kept on the free list, and 
wool added. 
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Since most Latin American and European sugar-producers were 
parties to the McKinley treaties, the West Indian treaties did not 
increase their exports to America. But neither did they fall, which 
in the extremely depressed conditions of the time was a distinct 
gain. Aftr the treaties lapsed, however, competition again became 
intense and West Indian exports of the treaty goods to the U. S. 
fell from 10.8 ‘million dollars in 1893 to 5.0 million dollars in 
1895.**° 

Yet another turnabout occurred in 1897. The Republicans had 
won control of Congress in 1894, and in November 1896 Mc- 
Kinley was elected President, after a campaign largely concerned 
with tariff issues. A program of reciprocity treaties had been 
promised, and in the extremely protective Dingley Bill intro- 
duced in March, 1897,*° the duties on sugar and molasses were 
reduced. The ad valorem duties were replaced by sliding-scale 
specific duties on raw sugar (e. g. 1.685 cents a pound on raw 
sugar of 96 degrees polarization), and a duty of 1.95 cents a 
pound on refined sugar; heavy counter-vailing duties were imposed 
on bounty sugar. Penalty duties were reintroduced, though not on 
sugar and molasses, but there was provision for reciprocity by 
reward as well. 

A series of reciprocal agreements (known as the Kasson trea- 
ties after the American who negotiated them) were concluded 
under this Act with France, Nicaragua, Ecuador, Santo Domingo, 
Denmark (for the Virgin Islands) and Argentina. As early as 
August 1897 the West Indies pressed the British Government 
to open negotiations with the Americans under the provisions of 
the Dingley Act. Since distress was by now acute in many 








47 Germany protested against the counter-vailing duties on bounty 
sugar and retaliated by threatening the prohibition of cattle imports from 
America, which prevented the enforcement of the Wilson counter-vailing 
duties. (Evidence before the Royal West India Commission 1897, Vol. 
II, Cd. 8657, p. 16). 

48 Reciprocity, p. 171. In July, 1896, the U. S. sugar duties were 
raised still further. 

4° The Dingley tariff was a major force in beginning the agitation for 
commercial union in Europe, whcih was originally conceived as an anti- 
American device. The Bill was rushed through the House and proceeded 
fairly quickly through the Senate, being passed finally in June 1897. 
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of the sugar islands, the Government acted swiftly. A series of 
negotiations took place between the West Indians and the Amer- 
icans, which culminated in 1898 and 1899 in a number of sepa- 
rate agreements for the separate territories. Under these treaties 
sugar and molasses were to get a 1214% preference if bought from 
Jamaica, British Guiana, Barbados or Trinidad; rum was to get 
a similar preference from the last three but a 20% preference 
when imported from Jamaica. Barbados secured a 1214% pref- 
erence on vegetables, fruits and asphalt, while Jamaica obtained 
a 20% preference on citrus, pineapples and vegetables. The 
Jamaican treaty also provided for free entry of bananas, coffee, 
coconuts, cocoa and a number of spices and tropical woods; com- 
parable concessions were granted to the other colonies.” Con- 
cessions were granted to American goods, although Britain and 
her possessions were to receive most favored nation treatment. 


President McKinley transmitted the French treaty to the Sen- 
ate on December 6, 1899, and the other Kasson treaties followed 
soon after. Although they had already been ratified abroad, 
he could not carry his party with him, and they were not ratified 
immediately. The ratification period expired but the other sig- 
natories (except Trinidad) agreed to extend it. With the change 
in America’s commercial relations brought about by the Spanish- 
American war, the extended period was allowed to lapse in its 
turn, and no further effort was made to renew. In Roosevelt's 
Presidential Message to Congress in 1903, there was no mention 
of reciprocity. To make matters worse, the counter-vailing duties 
on sugar were lifted when the bounties were abolished in the 
same year. The Kasson treaties had been pigeon-holed after arous- 
ing hopes, all over the Caribbean and Latin America, that per- 
sisted for six years. During this time, uncertainty about re- 
ciprocity hindered both the technical and marketing adjustments 
in the sugar colonies that, in the event, proved necessary. 

The main reason for this shelving of the treaties was the 
Spanish-American War, whose chief sufferers, at least in the 


5° Both the reductions in the sugar duties and the concessions to citrus 
(in spite of the small size and poor quality of Jamaica’s exports) were 
bitterly fought in the American press and in committee. 
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long-run, were the non-Spanish Caribbean territories. Up to 1900 
the United States had no special preferences for sugar, except 
the reciprocity treaty with Hawaii of 1876, which gave way to 
complete unilateral free trade in 1898. The War brought 
Puerto Rico into the tariff area of the United States in 1901; 
gave the Philippines a 25% preference from 1902 until 1909 
and free entry thereafter; and gave Cuba a 20% preference from 
the end of 1903." 

The result was a catastrophe for the non-Spanish Caribbean. 
The counter-vailing duties of 1897 had helped their exports con- 
siderably, and even though German sugar exports to the U. S., 
helped by shipping subsidies, had recovered completely by 1900,” 
the U. S. still remained the major market. In 1900, three- 
quarters of West Indian sugar exports went there.** But the new 
preferences soon changed all this. Sugar imports from Cuba, 
Puerto Rico, Hawaii and the Philippines into the U. S. amounted 
in 1901 to 40% of the total import of 4803 million lbs; by 1913 
this percentage had risen to 97% of a total of 6591 million Ibs. 
The share of the non-Spanish Caribbean fell from 360 million lbs. 
in 1901 to 13 million lbs. in 1913. “By 1913 full-duty paying 
sugar had been completely forced out of the American market.” ™ 
The fact was that America, after raising prolonged hopes of 
special treatment, had swung back completely and permanently, 
right out of the world sugar market. The chief market for 
West Indian sugar had vanished. 


The Canadian Preference of 1898. Joseph Chamberlain be- 
came Colonial Secretary in 1893, and immediately interested him- 
self in West Indian Affairs. He was sympathetic to their 
troubles,*having himself a sisal plantation there. Late in De- 


51 Reciprocity, pp. 317 ff. 

®? Beachey, p. 160. 

53 [bid. 

54 Reciprocity, p. 335. The statistics quoted were derived from the 
same source (pp. 329-330). It was small consolation to the West Indies 
that their exports of molasses rose from an average of $504,000 in the 
period of 1900-04 to an average of $1,301,000 in 1910-14 (sbid., p. 336). 

55 Though not always to the sugar planters themselves. He quoted 
with approval an American remark that hereditary West Indian planters 
were “born tired” (Beachey, p. 181). 
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cember 1896 he appointed a Royal Commission to investigate 
the distress in the West Indies. The majority Report of the fol- 
lowing year found that the distress, which was general in all the 
sugar colonies (Jamaica could no longer be regarded as a sugar 
colony and was moderately prosperous) was due primarily to 
the sugar bounties. But the majority could not bring itself to 
advocate the imposition, or even the threat of the imposition, 
of counter-vailing duties, which was the only effective remedy for 
the depression in the hands of the Government. Such a course 
would be contrary to “the settled policy of the United King- 
dom.” °° Their views on the American market are worth quot- 
ing in full, as indicating the climate of opinion at the time: “Even 
assuming the abolition of bounties, it would be impossible to 
forecast the effects on the West Indian industry which may in 
time be brought about by the maintenance of the present pro- 
tective policy of the United States of America. The United States 
affords the best and the natural market for the West Indies, and 
if that market should be closed or lost to West Indian sugar 
the Colonies must suffer severely.” °’ The United Kingdom 
should not enter into agreements that would endanger the Amer- 
ican market which, they reiterated in their final conclusions, was 
the natural one for West Indian exports.** On the other hand, 
since the United States sugar market was dominated by the sugar 
trust, efforts should be made to retain the British market as an 
offsetting factor. 


With such a recommendation, not even Chamberlain could 
force any alteration in the sugar tariff immediately, and nothing 
was done for a few years. A fast and positive reaction to the 
Report did come, but from an unexpected quarter—Canada. In 
his budget proposals of 1898, the Canadian Finance Minister, 
Fielding, granted unilaterally to the West Indies and the United 
Kingdom a 25% preference on raw and refined sugar, provided 
that the latter had been manufactured wholly from Empire raw 
sugar.” 


5° Report, p. 13. 
57 Ibid., p. 9. 
58 Ibid., p. 65. 
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The reasons that Fielding gave for this generous unilateral 
action are interesting.°’ First, the Royal Commission of 1897 
had shown the extreme depression prevailing in the sugar colonies, 
and Britain had refused to impose counter-vailing duties to help 
relieve this distress. Canada moreover had a desire to extend 
trade between the two areas; the West Indies were ‘our natural 
market” (p. 3150) and it was important to Canada that they 
should be prosperous. Further he felt that Canada had “some 
Imperial responsibilities” in this matter. So he was prepared to 
waive any reciprocity conditions and make a unilateral offer, even 
though reciprocal offers would be very welcome. It was true 
that the West Indian tariffs were high, but this was for revenue 
reasons, not protection. 

The Finance Bill made provision to “extend [these} preferences 
to any other colony or possession the customs tariff of which, on 
the whole, is as favourable to Canada as the British preferential 
tariff herein referred to.” (p. 3159). Under this clause, British 
India and New South Wales were admitted immediately. 

It has been suggested that Fielding’s offer, which was the first 
appearance of Imperial Preference after the victory of free trade 
(and indeed may be said to have invented modern Imperial Pref- 
erence), was not so much an unsordid act as a “mild and non- 
commital response’ by Laurier’s Liberal party to “Joseph Cham- 





** Report of the Debate on the Presentation of the Finance Bill, Hansard 
(Canada), 1898, pp. 3147-3159. Instead of the previous fixed duty on 
raw sugar of 1/, cent a lb., regardless of quality, which discriminated 
against the low quality West Indian sugar, a sliding scale duty based 
on the sugar’s polarity was introduced. Sugar of 92 degrees polarity 
(the average) was to pay 6514 cents per 100 Ib. general, while from 
the West Indies or the United Kingdom it paid 491, cents, compared to 
the previous 50 cents. The expected increase in the quantity of low 
quality sugars might lead to a loss in revenue, depending on the degree 
to which West Indian sugars took over the market. At that time only 
8° of Canada’s sugar imports were from the West Indies. 

The general duty on refined sugar, of 99.5 degrees polarity, was raised 
to $1.245 per 100 lbs. compared with the previous rate of $1.00; the 
25% preferential rate thus came to very little below the old rate, so 
that the Canadian refiners were not much hurt by the new measure 
on that score, and did get their raw sugar slightly cheaper. 

6° Ibid., pp. 3147-3153. 
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berlain’s design for an imperial customs union”. The truth 
would appear to be that it was both these things; an honest and 
generous attempt to help the West Indies, that would at the 
same time cause little loss of revenue, not upset domestic in- 
terests, possibly stimulate trade, and be a sop to the tarift 
reformers. 


Canada as the Main Market. In any case, the West Indians, 
preoccupied as they were with the progress of the Kasson trea- 
ties, did not take immediate advantage of the Canadian offer, al- 
though there were some abortive negotiations with Trinidad in 
1900.°* But the American failure to ratify the treaties after a pro- 
tracted waiting period, and the continued domination by beet 
sugar of the British market even after the bounties ended in 
1903,°° finally turned West Indian attention to the Canadian 
market.** 


Indeed, in this period it was only the Canadian market that 
kept the sugar colonies alive, a fact to which much of the 
undoubted good will towards Canada that exists in the West 
Indies may largely be attributed. (This was, of course, not so 
true of Jamaica, whose sugar exports were relatively minor, 
and whose bananas were in vigorous demand in the United 
States.) In Beachey’s words (pp. 172-173) ‘“The saving feature 
of the British West Indies [sugar industry} in the decade fol- 
lowing the removal of the bounties was the growth of the 
Canadian market.” Increasing quantities of West Indian sugar 


®1 Brebner, p. 256. 

62 Meyer, p. 15. 

®3 For accounts of the steps leading to the abolition of the bounties 
by the Brussels Convention of 1902, see Beachey, pp. 166 ff. and Deerr, 
Vol. II, pp. 506-8. Sugar technology, both in the beet field and the 
factory, had advanced so rapidly under the subsidies (and as a direct 
result of the way in which they were imposed, especially in Germany) that 
even after their abolition beet sugar remained highly competitive. In 
1909, six years after abolition, out of a total British sugar import of 1.6 
million tons, only 129,000 tons were cane sugar (Beachey, p. 172). 

6 The attraction of the Canadian market was further enhanced by a 
widening of the preferential margin to 3314% in 1900, and by the 
imposition of a Canadian surtax on German sugar in 1903, in retalia- 
tion against German restrictions on flour imports from Canada. 
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went there.*° In 1907, Canada raised the duty on raw sugar 
and widened the preferential margin to 31 cents or a general 
duty of 83.5 cents per 100 lbs. (of sugar of 96 degrees polariza- 
tion). But the duty on refined sugar was not raised. An im- 
mediate consequence was an improvement in the competitive 
position of imported Empire refined sugar in the Canadian mar- 
ket, which resulted in the deflection of West Indian raws to 
Scottish refiners, who in turn sent the refined product to Canada. 
There were allegations from the Canadian refiners that an agree- 
ment existed among the West Indian planters to sell their sugar 
at a favourable price to the Clydeside refiners, and thus to secure 
the whole of the preference.” 


Such disputes, and the increasing Canadian feeling that there 
should be some West Indian reciprocity, led to an unofficial con- 
ference in Barbados in 1908, which paved the way for the appoint: 
ment in the same year of a United Kingdom Royal Commission 
to consider “Trade Relations between Canada and the West 
Indies.” This reported in 1910 (Cd. 5369) and published its 
large volume of evidence, taken in Britain, Canada, and the 
West Indies, in 1911 (Cd. 4991, 5370, 5371). The Commis- 
sion was very much in favor of a special agreement between 
Canada and the West Indies which, it thought, even though in- 
volving discrimination, was a matter of purely domestic arrange- 
ments within the Empire, and not a matter about which the 
United Kingdom could or should have objections.” They draw 


®5 In 1901, 43 million lb. out of a total Canadian import of 374 mil- 
lion Ib. came from the West Indies; by 1907 the corresponding figures 
were 348 million lb. and 470 million Ib. (Meyer, p. 17) Exports to 
Canada represented 62% of total West Indian production in that year. 

°° Because of these, in 1907 a concession was granted to the Canadian 
refiners to import a small quantity of foreign sugar at the preferential 
rate. In 1909 this concession was greatly widened. A fifth of the total 
raw sugar imports was allowed in at the preferential rate, regardless 
of origin. In the same year, Canada’s sugar imports were 500 million 
lb., of which only 271 million lb. were from the West Indies, and 53 
million Ib. were foreign sugar at the preferential rate. (U. S. Tariff 
Commission, Colonial Tariff Policies, Washington 1922, and Meyer, 

17). 
Pe Report, Cd. 5369, p. 29. 
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a parallel between such an arrangement and those obtaining be- 
tween the United States and its territories. Since the tariff 
policy of the United States had finally shut out West Indian 
sugar, “it would be unwise, except for the gravest reasons, 
now to oppose the natural desire of the West Indian Colonies 
for close connection with the Northern Dominion.” They draw 
attention to the lack of transport facilities between the two 
areas, although a service subsidized by Canada and the United 
Kingdom had been maintained at various periods since 1880. 
They held that “the development of the trade between the West 
Indies and Canada depends very largely upon the provision 
of adequate means of transportation,” which were ‘‘in the high- 
est degree essential”’.®* 

Action was immediately taken on the Report, which had 
recommended a reciprocity agreement between Canada and all the 
West Indies, except Jamaica, Grenada and the Virgin Islands, 
subject to most favored nation rights being extended to the 
United Kingdom. A Conference of Canadians and delegates from 
the West Indian territories concerned took place in 1912, in an 
atmosphere of extreme cordiality, and an agreement was quickly 
reached. It was the first imperial reciprocity treaty in modern 
times, and was the first of a series of three between Canada 
and the West Indies, others being signed in 1920 and 1925. Its 
conclusions need not concern us, since they extend beyond our 
period; ** but it is important to observe that it was negotiated, 
as were the Kasson treaties, by West Indian delegates. The Ot- 
tawa conference of twenty years later marked a step backwards, 
when the West Indians were only allowed to attend as advisers, 
and not as direct negotiators. 


The 1912 treaty, in its successive versions, has governed trade 
relations between the two areas ever since. But it has failed to 


68 [bid., p. 35. This is a recurrent theme in all later discussions of 
Canada-West Indies trade. There would be a large trade, it is said, if 
only the transport services were not so bad, as if the poor transport facili- 
ties were an exogenous factor, a piece of rotten bad luck. Of course the 
reverse is the truth; geographic and economic disadvantages impose limi- 
tations on the trade which, in turn, mean poor shipping facilities. (The 
position is analogous to that of local bus services in many parts of the 
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increase trade between the two areas to any marked degree. 
In 1911, a year before the treaty was negotiated, 8% of the mer- 
chandise imports of five major West Indian territories (Jamaica, 
Trinidad, Barbados, British Guiana, and British Honduras) came 
from Canada, and 23% of their exports went there. In 1955 
the corresponding proportions were 10% and 18%."° This is 
scarcely surprising. We have seen that the original agreement 
was concluded at a time when most of the traditional markets of 
the West Indies had been closed by subsidized foreign competi- 
tion or by tariffs. As far as the West Indies were concerned, 
it was a shelter from cold and fierce economic winds. However 
grateful they were for that shelter, they could not be expected to 
remain in it when the iciness and force of those winds were 
moderated, and when larger shelters became available. 


U.S. So many people own cars that there is little demand for local buses, 
and hence the service is bad and expensive. This in turn forces people 
who would otherwise prefer to travel by bus—for economic or personal 
reasons—to buy cars, which reduces the demand for bus services still 
further, and so on.) 

Subsidized shipping did help; some marginal trade took place that 
would not have done so otherwise. But the fortunes of the subsidized 
services on this run over the last half-century have shown that the main 
trouble is the lack of trade opportunities. If such opportunities had 
existed in a large scale, a shipping service would have come into 
being without subsidy; the difficulty over shipping is not an example 
of the price mechanism failing to work efficiently (which would be a 
prima facie case for a subsidy), but an example of it af work. 

°° For these and the provisions of the later agreements see the refer- 
ences in the second footnote of this paper. 

7 These figures are taken from Table VII in E. F. Nash, ‘Trading 
Problems of the British West Indies’, Social and Economic Studies, 
Vol. 7, No. 3, September 1958, pp. 120-135. The corresponding figures 
for the whole of the West Indies for the first eight months of 1958 
were: imports from Canada, 8.4% (from U. S. 17.2%); exports to 
Canada, 13.3% (to U. S., 19.1%). Qwarterly Digest of Colonial Statis- 
tics, H.M.S.O., No. 40, January 1959, p. 14). The British Honduran 
figures, which have been included in all these, are not quantitatively 
very important. Her annual total trade with Canada in recent years 
has been only of the order of half-a-million Canadian dollars. 









Free- Trade Zone in 


Latin America 


By Theodore A. Sumberg* 


There is much good literature on customs unions. It holds 
that one must get down to cases to judge their benefits and 
dangers. This we propose to do for the one being set up today 
in Latin America. We will look into some economic aspects of the 
Treaty signed at Montevideo on February 18, 1960. 


Seven countries—the bulk of Latin America in an economic 
sense— will make up this zone: Argentina, Brazil, Chile, Para- 
guay, Peru, Uruguay and, off in the distance, Mexico. The com- 
mercial tie they seek is the more important for the unusual excep- 
tion to contiguity. But they regard the present move as but the 
first step toward a single market for all 20 countries of Latin 
America; this at least is the hope expressed in articles 54 and 58 
of the Treaty. 


For the present each member reserves the right to modify at 
will its tariff and other restrictions against imports from the 
outside. This will be so during the 12 years in which members 
will remove obstacles to their mutual commerce. But art. 15 
requests them to make every effort to reconcile their commercial 
regimes in fixing a common treatment toward “capital, goods and 
services from outside the Zone”. Their success would lay the basis 
for one circumambient tariff wall that would presumably be the 
“new stage of economic integration” called for by art. 61, 
in which all 20 countries are invited to participate. The next 


*Mr. Sumberg has been a consultant in this general field. The views 
expressed in this article are his own and do not necessarily reflect those 
of institutions with which he is associated. 
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step would be the free movement of people and capital within 
the one market for goods. 


Existing products. The Treaty sets in motion a series of periodic 
negotiations among members, presided over by a central secre- 
tariat, by which trade barriers will be gradually eliminated during 
12 years for the essential of their mutual trade. “Essential’’ is 
defined in the first protocol as at least 95 per cent of existing 
trafic, apart from an important exception we will soon note. 

There will be two related sets of negotiations. One will be 
between pairs of members around national lists of products whose 
duty reductions will amount to not less than eight per cent a year, 
to enter into force on the first of each January, except the initial 
reductions that will go into effect on a date to be fixed. The other 
will be on a common schedule of concessions for the products in 
zonal trade whose duties and other restrictions all the contracting 
parties agree to eliminate completely. The common schedule 
must cover 25 per cent of such trade during the first three-year 
period and the same percentage will be added each such period 
thereafter. Concessions made on national lists may be with- 
drawn upon giving adequate compensation, so long as the goods 
affected have not yet passed to the common schedule where con- 
cessions are final and irrevocable, the ultimate vehicle to bring 
down barriers in zonal trade. 

Almost one-tenth of the legal trade of the seven countries is 
among themselves, of which Argentina and Brazil usually account 
for almost two-thirds. The Treaty sponsors duty reductions only 
for this small fraction, but in addition allows exceptions that 
substantially bring down the portion of foreign commerce subject 
to the removal of restrictions. 

The first exception is the traffic in agricultural products, the 
bulk of present-day trade within the zone. There is nothing ex- 
ceptional in making an exception of agriculture, but the effects 
here are peculiarly far-reaching. The chief controlling article (28) 
stipulates that for 12 years each member 

may apply in respect of trade in agricultural commodities of 
considerable importance to its economy, which are included in 


the liberalization program, so long as there is no lowering of 
its habitual consumption nor increase in uneconomic output, 
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appropriate non-discriminatory measures designed to: 

(a) limit imports to the amounts necessary to meet deficits in 
internal production; and 

(b) equalize the prices of the imported and domestic product. 
The contracting party which decides to apply these measures 
shall inform the other contracting parties before it puts them 
into effect. 

It appears that member purchases of agricultural products will 
be made only to meet the national deficits that are created at 
national levels of prices. Art. 29 specifically provides for bilateral 
accords among members to meet the excess of home consumption 
over production. Presumably, buyers will go outside the zone, 
no matter how low its prices, only where they cannot cover deficits, 
given their separate price policies. National output seems to 
have absolute priority. It is also as if the home deficit were a 
quantity independent of price. For though no one believes in zero 
elasticity of food demand, it is what the Treaty supposes for 
fear of removing uneconomic farm output among the zone’s 
high-cost producers. 


All this is for present-day demand; but the agricultural clauses 
also provide that the increases in consumption that do take place, 
even in face of demand-dampening prices, will be made by the 
high-cost countries out of supplies bought from relatively efficient 
members. For if they were made at home, there would be an in- 
crease in the uneconomic production that art. 30 outlaws; specifi- 
cally, there must be no lowering of “the average level of produc- 
tivity” in the deficit country. It is, of course, a question how to put 
this ban into effect since, among other reasons, measures of produc- 
tivity are vague for countries whose simpler economic data are 
highly speculative, to say the least. Besides, does “the average 
level” not leave room for a drop in the productivity of some 
crops at even higher scales of inefficient output? These questions 
may be ‘‘academic” however since member governments no doubt 
will make their own decisions in these matters, and if they make 
them in the same protectionist spirit that informs art. 28 they 
very well may permit some further expansion where the principle 


1] translate from the Spanish that, along with Portugese, is the official 
language of the Treaty. 
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of comparative costs—even within the zone—would call for cut- 
ting back. 

The agricultural articles also throw another crumb to the most 
efficient zonal suppliers of farm products by outlawing restric- 
tions in the importing member country that bring down its 
“habitual” consumption. This is another impossible burden for 
statistics; besides, the reference to such consumption may be purely 
gratuitous since population growth alone almost assures a rise in 
food demand. The Treaty refers after all to aggregate national 
consumption, not per capita. The question is rather if the in- 
crease in consumption will be really met out of the low-cost 
sources within the zone, and in particular if the apparent inten- 
tion of the Treaty that this be so is realized against the inveterate 
policy of governments, fortified by the Treaty itself, to reserve 
present-day consumption for national agriculture. 

At any rate, the general sense of these provisions is in effect a 
hands-off policy for present-day agricultural trade. Do not upset 
the “habitual” farm production of each member, to use the exact 
term of art. 27. The immediate object of the effective exclusion 
of present-day agriculture from trade liberalization is to protect 
Brazilian and Uruguayan wheat production and Chilean wheat and 
meat production from Argentina’s exports. It will nevertheless 
also affect other farm products, including those of industrial use, 
no small limitation for countries whose agricultural sector is the 
larger part of their national economies. The core of their eco- 
nomic_structure—and_ with few exceptions its weakest link—is 
thus left intact. 

The agricultural provisions will do more than narrow even the 
small portion of members’ commerce to which the Treaty applies. 
They may also check the growth of this portion. The best pros- 
pects for encouraging multilateral trade within the zone lie in the 
range of production of national economies in which they are 
competitive. This range certainly includes the agriculture that 
has grown up in recent years in countries contiguous to Argentina. 
The Treaty that is prohibited from entering this territory may 
therefore make but little progress toward that complementarity 
that is the only firm basis of regional integration. Making 
“habitual” production and consumption sacrosanct will keep for- 
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eign trade habitual and habitual also will be the economic isola- 
tion of the member countries. 

The second exception in the Treaty to freer zonal trade covers 
not one class of product, but all entering the process of negotia- 
tion. The Treaty offers ample scope to members to stop or re- 
verse the progress of liberalization, even for the limited range 
of non-agricultural goods. For example, concessions for all prod- 
ucts that are the object of negotiations among sets of members 
may be withdrawn merely by making “adequate compensation”’, 
whatever that is. Art 8 permits each member to remove such 
concessions without restriction of season or circumstance. 

There is also a general safeguarding clause (art. 23) that au- 
thorizes members to permit each other to impose or reimpose 
zonal restrictions upon products if they are imported ‘in such 
quantities or in such conditions that they have, or are liable to 
have, serious repercussions on specific productive activities of 
much importance for the national economy.” Imports on either 
the national or common lists may thus be judged harmful; pre- 
sumably no single product can be taken off the common list, but 
its operation for all products included can be suspended. This 
fact must give pause to new investors that seek an expanding, 
unobstructed zonal market; the mere fact that member govern- 
ments can invoke this safeguarding clause, even if they never 
do so, may be discouraging. 

Art. 24 also authorizes members to impose zonal restrictions 
to correct an unfavorable global balance of payments. The re- 
strictive action needed to correct a general imbalance may there- 
fore be extended to zonal trade. The importance of this provi- 
sion may be appreciated if it is remembered that global imbal- 
ances have been chronic for most members during most recent 
years, and it is naivete itself to expect permanent stability in their 
international accounts. 

Art. 25 points out that the corrective measures authorized by 
the two previous articles may be applied by any member without 
prior consultation with others, which however would have a 
chance to express an opinion at a later date, when of course they 
would confront a fait accompli. Moreover, according to art. 26, 
the member taking these measures may keep them in effect for a 
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year or even longer if it participates in negotiations to remove 
them but there are no sanctions if it maintains them longer 
against general opposition. 

Taken together, the above suggests that in practice the Treaty 
may do little to free trade in zonal commerce. Its self-imposed 
limits are serious and in particular there is ample scope for recur- 
rent backsliding even over the narrow area exposed to freer trade. 
The little will become less if balance of payments difficulties per- 
sist. These things must be seen clearly to judge the prospects, even 
within a generous period of 12 years, for a single market for 
goods among the seven members. 

It is curious to find an emphatic, unconditional statement of 
the most-favored-nation clause in zonal traffic (art. 18). What 
applicability has it where such traffic is small and where duty 
reductions, recurrently removable, are applicable to but a frac- 
tion of such traffic? Besides, even in the best of circumstances 
the clause can be applied in practise to few products. If one of 
the seven countries buys something from a zonal partner, more 
likely than not it buys it from no other member; for example, if 
Argentina were to reduce its duties against Brazil on bananas 
and cocoa, how many members could take advantage of the re- 
duction? The bulk of zonal trade (excluding farm output) is 
in too few products (no more than five at the most) to make a 
resounding declaration of the most-favored-nation clause any- 
thing more than an empty gesture. 

New Products. The Treaty draws a distinction between prod- 
ucts traded today within the zone and those not traded, either 
because they are not produced yet or because they are consumed 
entirely at home. Members are required to put existing products 
(outside of agriculture for present consumption) in the negotia- 
tion process, while they may or may not include the others. 
Art. 14(c) exhorts governments to place an increasing number 
of such products in the process of trade liberalization, but they 
have no obligation to do so and in fact the Treaty designs 
special, monopoly-favoring provisions for the protected expansion 
of output of such goods. 

Art. 16 authorizes mutual accords among members for the 
complementary growth of new industries. Products not now 








FREE TRADE ZONE 57 


traded within the zone will receive the special protection of such 
accords, hence the importance of not obligating their entrance 
in the Treaty’s process of trade freeing. The article suggests 
setting up in effect “infant industries’ with zone-wide markets 
protected from the outside. Governments will sponsor accords 
among different national groups of industrialists in the zone 
to cover raw material supplies, products markets and other mat- 
ters essential to the creation of a new complementarity for indus- 
trial products. One thinks of Adam Smith's dictum of what 
happens when businessmen get together, even for innocent pur- 
poses; under art. 16, however, governments will help business- 
men get together. Unfortunately, there is nothing in national 
experience or the present Treaty to believe that this government 
sponsorship or participation will soften monopolistic arrange- 
ments; it may merely spread its benefit to government officials. 

Art. 16 represents the principal hope of the Treaty to create a 
market within the zone for capital goods produced within the 
zone. These are now bought almost exclusively from outside, 
but the creation of new zonal output, it is expected, will eventu- 
ally do away with this trade. Here is the classic case of the 
trade-diverting effect of a free-trade zone; it makes a member use 
products of the uneconomic industries of other members at the 
expense of relatively low-cost goods from outside. 

The invitation to monopoly of art. 16 will be discomforting 
to free traders, but it should be remembered that there may be 
some gain in economic welfare in passing to a zonal monopoly 
from the national monopolies that many industries in the area 
in effect enjoy today. For all or most members there is in prac- 
tise no choice between international comparative costs or national 
autarchy; the second already adopted, the free-trade zone may 
improve things by widening the area of trading. Small comfort 
is better than none. 

The accords may create a new complementarity in the zonal 
exchange of raw and finished goods and among different kinds 
of finished goods; that is the hope at any rate. That such com- 
plementarity would come to life through negotiation, not the 
natural workings of market forces, is even of scanty importance 
so long as negotiation respects more or less—the more or less 





58 INTER-AMERICAN ECONOMIC AFFAIRS 


that is the way of the world—the benefits of division of labor 
within the zone. This is a matter of the location of the new 
industries, if they are set up. Their wide diffusion throughout 
the zone, perhaps even with some substantial regard for zonal 
comparative costs, might keep monopoly profits low and well 
shared. But it is to be seen in the first place to what extent such 
industries will observe zonal comparative costs, and also whether 
the distribution of benefits is spread widely or confined to pro- 
ducers only, their monopoly profits not only not being drawn 
off by taxes, but even supplemented by public subsidies, as com- 
monly happens today on a national scale. New experience, 
rather than the Treaty itself, bears watching on this point, though 
the next section casts doubt on the application even only within 
the zone of the principle of comparative costs. 

The zone-wide “infant industries” may never grow into adult 
self-dependence unless the protection of the mutual accords signed 
under art. 16 comes to an end. The Treaty is silent and national 
experience quiets few fears on this score. Of course, after a 
time consumers may rise in arms against industrialists across 
their national borders, as they cannot very well do today against 
those who operate with government protection within their gates. 
Consumer resistance, expressed politically and sustained by na- 
tional feelings, may be especially effective against industrialists 
from outside the zone who seek its shelter. 

The Treaty also rests much hope in the stimulus to income and 
employment. of zone-wide capital -goods industries. That such 
industries are scarce today is due to the smallness of individual 
national markets—here is the cardinal idea of the new zone. The 
Treaty is strong as the idea is strong. No doubt, it is true 
of some industries and not true of others, including some whose 
returns to scale may even decline. Experience under the Treaty 
may separate one type of industry from another. It will also 
probably be found that even for industries of increasing returns 
to scale the enlargement of the market may be a necessary, 
though not a sufficient, condition to set them up and make them 
contribute to, not live off, the public budget. 

Nor will new capital supply alone make for a sufficiency of 
conditions, though it is also a point in which the Treaty’s framers 
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have placed much confidence. Even extra-zonal capital is invited 
to come in to seek new profits, but it is to be seen if its welcome 
does not soon wear off—the sooner, the more invitations are ac- 
cepted. Neither in letter nor spirit does the Treaty break lances 
against that exaggerated nationalism that gives the lie in practice 
to oft-expressed sentiments toward foreign capital. 


Present-day industries have largely grown up in the shelter 
of separate national tariffs, not to mention other kinds of official 
help. The tariff reconciliation that art. 15 calls for may hence 
lead to an average level of protection higher than exists today. 
There is nothing in the Treaty that stands against a rise in duties 
or tighter restrictions against the outside for new products pro- 
moted by mutual industrial accords within the zone. Hence the 
interesting problem of reconciling the Treaty with GATT prin- 
ciples. At present four members belong to GATT: Brazil, Chile, 
Peru and Uruguay. The Treaty tells them in its art. 62: 

The provisions of the present Treaty shall not affect the rights 

and obligations deriving from agreements signed by any of the 

Contracting Parties prior to the entry into force of the present 

Treaty. 

However, each Contracting Party shall take the necessary steps 

to reconcile the provisions of existing agreements with the 

provisions of the present Treaty. 
The reconciliation may have to be at the expense of GATT for 
clause 7(b) of its art. 24 declares with respect to a common mar- 
ket that “The parties shall not maintain or put into force, as 
the case may be, such agreement if they are not prepared to 
modify it in accordance with these recommendations”; but these 
include clause 5(a) of the same article that outlaws higher 
duties or more restrictions than before the start of a customs 
union. 


Reciprocity. It is stated at various points in the Treaty that 
the liberalization of trade will be based on the reciprocity of 
concessions. This is an important principle that affects new as 
well as existing products. It means that no member, as a te- 
sult of concessions it receives, will draw more advantages from 
the zone than what it offers. More specifically, no member will 
receive concessions to enable it to export more to the zone than 
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what it imports. Of course, one thing is to give a concession, 
another thing is to know its effect, so that a round of reciprocal 
concessions may have unequal effects. If hardship arises on one 
side from this inequality, the Treaty allows members almost 
unrestricted right to protect themselves. Arts. 11 and 12 even 
require the partner favored in an exchange of concessions to help 
correct the hardships of others, in ways not specified but pre- 
sumably including the grant of more concessions. In this way 
members may approach the goal laid down in the Treaty of an 
approximate equality in the trade benefits arising from any set 
of mutual concessions. 

The reciprocity principle means in effect that no new trade 
surpluses or deficits of any size will be created within the region. 
The apparent motive is not to add to the present difficulties of 
liquidating balances within the region by calling upon scarce ex- 
change reserves that are already hard pressed from many quar- 
ters. In other words, the fresh currents of zonal trade of existing 
or new products that the Treaty hopes to create will have to be 
more or less self-liquidating. 

For clarity’s sake it may be well to point out that the reciprocity 
principle refers only to trade initiated by new concessions; it 
does not touch present balances or imbalances among members. 
Nor does it suppose the balance of one country with any other 
within the region or with the region taken as an entity, nor of the 
region as a whole against the world. Reciprocity will operate 
only to avoid creating new credits within the zone or new calls 
on official reserves for any of its members. 

This principle may seriously limit the volume of new zonal 
trade. No set of countries ever enjoys even an approximately 
equal capacity to expand mutual commerce. The country with 
least capacity for such expansion will therefore be able to give 
few concessions since it can take advantage of few. Reciprocity 
will therefore turn on the most concessions the country with least 
capacity to expand its commerce can (or wants to) give. 

It is also a question if much new zonal trade can be generated 
without the concession of credits, especially for countries that 
want to penetrate markets chronically ill-supplied:- with acceptable 
international means of payment. New trade channels are usu- 


all 
ne: 


the 


ins 
cre 
rec 








FREE TRADE ZONE 61 


ally opened by new commercial credits. At present the busi- 
nessmen of some member countries, notably Brazil, appreciate 
the importance of medium-term export financing. Their interest 
is heightened by the fresh resources industrial countries are giv- 
ing these days to their national institutions of export credit. Such 
credits lacking within the zone, and now precluded in effect by the 
reciprocity principle, the new currents of trade that are hoped for 
may never come about. 

The reciprocity principle also runs counter to the more pro- 
ductive reallocation of resources—even only within the area. 
For there can be no shift of zonal resources toward higher pro- 
ductivity unless relatively heavy concessions are given to the best- 
suited areas, but the Treaty will not allow this greater productivity 
to be used for general benefit. It may hence be wondered if the 
national economies will really mesh their production for that 
greater complementarity on which rests their hope for a growing 
zonal trade. Not only will existing resources ‘‘stay put’, but 
new ones will not flow to their most productive employment— 
even within the zone. 

The Treaty consequently sacrifices the benefits of the territorial 
allocation of production in accordance with comparative costs 
in two ways: the zone as against the rest of the world, as the 
previous section showed, and within the zone, thanks to reci- 
procity. The second is somewhat surprising, or at least it shows 
a tension between reciprocity and the art. 16 accords. How can 
any set of records be arranged to create no new net balances? 
And what principles will guide a negotiated trade complementar- 
ity if comparative costs are put aside? 

Most Latin American economists would scoff at the first type 
of violation of comparative costs and to the second would say 
that they do not want to victimize their weaker members as the 
world economy has victimized Latin America. Hence the special 
protective clauses of art. 32 for their weaker brethren (Paraguay, 
for example, among the first seven members.) But does Latin 
America suffer more from the outside, balancing gains with 
losses, than from self-victimization? And does not the alleged 
unfairness for some members of a zonal division of labor rest 
on dubious notions of future terms of trade? 
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The Treaty is silent about measures making the area a more 
productive trader with the rest of the world, which naturally 
would also redound in benefit of zonal traffic. This is essentially 
a matter of suitable investments in raising productivity and lower- 
ing transport costs. Such costs act like tariffs and their reduction 
would promote zonal commerce as much as removing trade bar- 
riers—even more because the barriers these countries have raised 
to imports have always been directed against third countries. 
Members continue to neglect costs that separate them the most. 


Coordination of Economic Policies. In theory, divergent price 
movements among members within a free trade zone may un- 
settle trade and payments. For example, the member whose 
prices rise relatively fast will no doubt expand its zonal pur- 
chases and accordingly its demand for exchange. Its import ex- 
pansion may even lead to a diffusion throughout the area of its 
relatively fast price rise. The problem is therefore raised of co- 
ordinating general monetary policy so that prices of all members 
march more or less together, to avoid payment difficulties and 
the diffusion of the highest national rate of inflation. 

But this is no problem for the Montevideo grouping. Its mutual 
trade is too small and the larger share of it will not be freed 
of restrictions for at least 12 years. Reciprocity also makes prob- 
lematic the speed of growth of new zonal trade. The prices of 
member countries therefore do not have to march together, at 
least not until (if ever) they trade with each other in volume. 

There may nevertheless be in the next few years some coordi- 
nation of foreign exchange policy. Restrictions on zonal payments 
would have to go because the removal of restrictions on trade 
obviously could be frustrated by maintaining those on payments 
for trade. Art. 3 is clear in putting in zonal trade barriers all 
trade-inhibiting measures. The Treaty would presumably put 
an end to exchange controls within the zone for those countries, 
notably Brazil, that have kept them in recent years. For other 
members it merely crowns a tendency already under way. The 
disappearing practice of fixing or keeping exchange rates at over- 
valued levels would also seem to fall under the ban. The Treaty 
does not mention exchange rates, it is true, but if import controls 
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are gradually dismantled it would be expected that overvaluation, 
which encourages such controls, would be done away with. Free- 
ing zonal trade, if it really occurs, will therefore set in motion, 
if not oblige, suitable exchange rates—suitable at least in the 
mutual relations of members. The same may be said about 
multiple exchange rates. Being in effect taxes on certain imports 
as well as taxes or subsidies on certain exports, they definitely 
may be used to thwart measures to free zonal trade and so would 
also have to be eliminated were barriers to mutual commerce 
really brought down. 

Are trade barriers meant to include advance deposits on im- 
ports? Chile, Paraguay and Peru have such advance deposits for 
many imported articles. If our interpretation of the Treaty is 
correct, these deposits would also be put in limbo as part of the 
process of zonal trade liberalization. For a reduction in tariff 
rates, quotas, etc. can be offset very neatly by a rise in such deposit 
requirements, and the offset can even be almost on a commodity- 
to-commodity basis thanks to the practice of recent years of varying 
advance deposit requirements according to specific types of mer- 
chandise. Their elimination from zonal commerce would be 
the single instance of monetary coordination, at least in the 
sense of ruling out an arm of monetary policy much employed in 
the area during recent years. Nevertheless, such deposits have 
also been on the way out, with respect to imports from all 
sources, and the Treaty here too merely gives a little push. 


Final Note. The Treaty sets up an Association as its supreme 

organ and art. 38 covers thus its voting provisions: 

During the first two years in which the present Treaty is in 

force, decisions of the Association shall be adopted with the 

the affirmative votes of least two-thirds (2/3) of the Contracting 

Parties and providing that no negative vote is cast. 

The Contracting Parties shall determine in the same way the vot- 

ing system to be adopted after this period. 
There are then listed some minor matters for which a two-thirds 
vote is sufficient. Otherwise the unanimity rule prevails. It 
means that no state is bound without its consent. It means 
that the state with the least faith in the zone will set its rules. 
It means agreement at the lowest point of cooperation. It means 
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that the agreement in principle, which the Treaty represents, may 
be no agreement at all. This is little to show for an idea in 
labor for almost 150 years. 

It can be argued that universal veto power rests on the need to 
get agreement among the different economic interests of the mem- 
ber states. The second paragraph of the Preamble refers to 
“standards which take due account of the interests of each and 
every one...” There could not be more solicitude for present- 
day interests: no one will get hurt, not even to advance the com- 
mon good. But this extreme solicitude for economic interests 
is true only of weak governments. Will such governments ever 
sacrifice a present good for a future greater good? And can any 
integration come about without sacrificing some particular in- 
terests? Moreover, present-day interests rest on an economic 
structure that the authors of the Treaty insist must go, for it 
does not satisfy present needs, they believe, and much less future 
ones. But this structure will survive attacking it in speech 


and supporting it in deed. 





The End of the 
Good-Partner Policy 


By Simon G. Hanson * 


“United States newsmen are being encouraged to report that 
the visits to Brazil, Argentina, Chile and Uruguay had been ‘a 
tremendous and unqualified success’,”” wrote the New York Times 
in its wrap-up of the Eisenhower visit to Latin America. 


In a field where the capacity for critical appraisal of public 
policy among the academic fraternity is extremely limited— 
whether from inability to keep up with current events or from 
appreciation of the potential of university activity in ICA 
contracts and foundation-grants—the State Department has found 
it increasingly useful to lay down an official “line” to be ac- 
cepted by the “thinking” people of the United States. Thus, 
the Caracas Conference was a “‘success’’ despite the fact that 
the United States had refused to permit it to consider the cen- 
tral problem confronting the hemisphere, the subject in which 
the Latin American delegations were the most interested. Thus, 
the Rio Conference was a “success” despite the refusal of the 
United States to face squarely the core problem in inter-American 
relations. Thus, in the last desperate days of the Perén regime, 
newsmen were implored by the State Department to believe 
that any alteration in the status of the Perén regime would be 
regrettable, lest the country fail to comprehend the struggle 
made by the Deparment of State to keep Perén in power. 


*Editor, Hanson’s Latin American Letter. "Two previous articles in 
this series provide continuity of coverage of the subject: “The End of 
the Good-Neighbor Policy,” Inter-American Economic Affairs, Volume 
7, No. 2, and “The Good-Partner Policy,” Inter-American Economic 
Affairs, Volume 10, No. 2. 
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Lord Attlee has written wisely that in a democracy “‘it is essen- 
tial that secrets, especially the secrets of the mistakes—you soon 
get to know about the triumphs—should be made known as 
soon as possible. Thereby a democracy obtains the confidence 
of access to the facts and the practical lessons which may be 
drawn from them.” This viewpoint was flatly rejected by the 
Eisenhower Administration and nowhere with greater damage 
to the welfare of the United States than in the case of the 
relationships with Latin America. Indeed, the Administration 
rejected even the warning of the great Republican that “you 
cannot fool all the people all the time.” 

By 1960 the deterioration in U. S. relations with Latin America 
had proceeded well beyond the point where prestige could be 
restored by massive platitudes and high-level excursions,” well be- 
yond the point where the “atmosphere of manufactured euphoria 
emanating from the wide smile and the wholly benign counte- 
nance radiating good-will and sincerity” could prove a cover for 
damaging policies and purposeful inaction, well beyond the point 
where the implicit apology of a President’s odyssey could make 
up for seven years of deceit, well beyond the point where the 
appointment of still another advisory committee—without which 
no Eisenhower undertaking could be complete—could offset the 
undercover activity of ex-officials hunting petroleum concessions 
behind the front provided by previous advisors to the Presi- 
dent, well beyond the point where credibility could be restored 
to official statements of the U. S. government without accompany- 
ing action, after the failure to conduct the full-scale reappraisal 
and the reinvigoration of policy which had been promised fol- 
lowing the Nixon stonings. 

Economic Development. There was never a moment in the 
long years of the Eisenhower Administration when the Latin 
Americans did not make clear that they regarded acceleration 
of their economic development as the central challenge confron- 
ting the good-neighbor policy. There was never a moment in the 
long years of the Eisenhower Administration when U. S. officials 
did not comprehend that this was the Latin American view- 
point. And there was never a moment during the long years 
of the Eisenhower Administration when U. S. officials were will- 
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ing to enunciate and implement policies intended to meet that 
central challenge. 

Yet, after the Eisenhower visit to Latin America, Secretary of 
State Herter dared to tell an audience at the Pan American 
Union that with regard to economic development, “ a new sense 
of urgency was communicated to us with respect to such partici- 
pation as the United States within the framework of its world- 
wide commitments can contribute.” 

What new sense of urgency? What U. S. policies had been 
implemented in 1959 and what was their relationship with the 
long-recognized problem? Let us look first. at these problems: 

In 1959-60 three policies were being carried out with the 
approval of the White House: (1) Reduction (repeat reduction) 
of economic assistance to Latin America to the largest degree 
possible. (2) Down-grading of Brazil in the inter-American 
community relationships of the United States as a form of puni- 
tive action for its refusal to grant petroleum concessions to cer- 
tain ex-officials of the U. S. government, some closely associated 
with the White House. (3) Direct intervention in the Plate, 
economically and politically, as a reward to President Frondizi 
for his willingness to grant petroleum concessions to ex-U. S. 
officials and other foreigners on terms so inconsistent with indus- 
try practice the world over as to be extremely prejudicial to the 
Argentine people. Losing control of itself in the ecstacy of 
Argentina’s surrender on petroleum, the State Department briefed 
the Hearst task-force to the effect that ‘Argentina is our chief 
hope of inspiring the democratic way throughout all South 
America.” 


Data on Economic Cooperation. The U. S. Department of 
Commerce has reported that in the year 1959 there was a 
reduction of $190 million in non-military assistance to Latin 
America. The Export-Import Bank reported that net disburse- 
ments on Latin American loans (disbursements minus repayments 
and interest collections had been reduced by 70% in 1959. And 
whereas in 1958 Argentina had been the beneficiary of only 15% 
of the net disbursements of the Exim Bank, by 1959 Argentina 
was getting 57%. 
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Exim Bank Activity in Latin America 
(millions of dollars) 


1959 1958 
Disbursements $310 $485 
Repayments 156 133 
Interest collected 60 42 
Net disbursements $94 $310 


Shortly before his trip to Latin America, President Eisenhower 
informed the Congress that the Administration planned to have 
the Exim Bank reduce its assistance worldwide for develop- 
mental assistance in the year ending June 30, 1961 (fiscal 1961) 
very substantially. The Bank had disbursed $321 million more 
than repayments in fiscal 1959, had reduced this to $219 mil- 
lion in fiscal 1960, and now hoped to be able to cut it further 
to $74 million in fiscal 1961. In an era of rising expectations and 
in a period when the U. S. Government in all official statements 
was citing the acceleration of economic development of the 
under-developed areas as the primary urgency of the moment, 
the Bank’s disbursements after repayments were to be reduced 
by some 75% below the already inadequate figure of fiscal year 
1959. 


Exim Bank Activity Worldwide 
Development Projects 
(millions of dollars) 


1959 1960 1961 

Actual Estimate Bud geted 

Disbursements $439 $400 $284 
Repayments 118 181 210 
321 219 74 


By the time Eisenhower was ready to travel into Latin America, 
and particularly by the time Secretary of State Herter was talk- 
ing of the “new” urgency attaching to economic-development 
assistance, Latin America was paying into the Exim Bank more- 
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money than it was disbursing on loans at the Bank. In the first 
four months of 1960, reported the Exim Bank, the Bank col- 
lected from Latin America in repayments and interest collections 
$70 million, disbursed only $44 million. And in fact, the Bank 
could note proudly as its contribution to the decision to reduce 
the assistance given Latin America, Latin America excluding 
Argentina had received $97 million /ess in net assistance from the 
Bank in the four months of 1960 than it received in the same 
period of 1959! 


Exim Bank Activity in Latin America 
(millions of dollars) 


Interest- 

Disbursements Repayments Collections 

Four months 1960 $44 $50 $19 
Four months 1959 127 40 15 


Nor was this reduction occasioned by the decision of the Ad- 
ministration to increase assistance from other sources. Far from it! 


Net Disbursements by Exim Bank to Latin America 
(millions of dollars) 


Four months Four months 

1960 1959 
All Latin America Minus $25 Plus $72 
Argentina alone Plus 19 Plus 26 


For years the United States had opposed the establishment 
of an Inter-American Development Bank. Now, backing into 
it ungracefully, the Eisenhower Administration told the Con- 
gress that it regarded the new bank as an institution which 
would carry loans that the U. S. might otherwise not have 
been able to avoid making at its own institutions. In other 
words, the new bank was not to be considered as a net addi- 
tion to developmental resources for the hemisphere, but rather 
as a substitute source of funds. 


“We have assumed,” testified the head of the Development 
Loan Fund (U. S.), “that the Inter-American Development 
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Bank will undertake some of the lending in Latin America which 
the Development Loan Fund would otherwise assume.” 

Congressman Zablocki queried him closely on this concept 
which seemed to clash directly with the notion of the Latin 
Americans that they had achieved a new and additional resource 
for development: “You are making loans at the present time 
in Latin America which if the Inter-American Development Bank 
were in operation the Development Loan Fund would not be 
making?” 

“That is correct,” replied the U. S. official, “to the extent 
that they do meet demands from Latin America, we will not.’ 

Not content thus with refusing to regard the new Bank as an 
additional source of funds, the U. S. had already given warning 
that the institution would not be allowed to deviate from prin- 
ciples guiding strictly-U. S. institutions, on pain presumably of 
having its activity restricted by discouragement of fund-raising 
in the United States. Specifically, this had reference to the fin- 
ancing of government petroleum entities, in which case the 
United States had long refused to permit the Exim Bank to assist 
petroleum entities, and the Latin Americans had as long vigorous- 
ly assailed this policy. Oddly enough, during the negotiations 
for establishment of the Bank, the Latins apparently did not 
dare speak out publicly on this basic cleavage of policy, lest the 
U. S. use it as an excuse to sabotage the whole project. And 
months after the initiation of the Bank’s activity, the Brazilian 
Executive Director was still carrying on a debate with the de- 
cision of the United States to restrict the new bank to fields 
that it alone considered suitable. (Mr. Cleantho de Paiva Leite 
called for a reappraisal by the U. S. government and by inter- 
national organizations ‘‘which rightly or wrongly are looked 
at in Latin America as subject to U. S. influence” of their posi- 
tion vis-a-vis the rising nationalist movement. “One of the 
most sensitive points,” he noted, “is the attitude of Latin Ameri- 
can governments toward certain types of investment, such as 
investments for the development of mineral resources, the util- 


1Hearings before the House Foreign Affairs Committee, ‘Mutual 
Security Act of 1960,” Part II, p. 280-281. 
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ization of oil reserves and of certain other resources reserved 
by law in several countries either to government enterprises or 
to national private capital. In most cases these policies have 
been adopted after long struggles against groups representing 
foreign interests. The Inter-American Bank should carefully 
respect the position of each government regarding the regime it 
adopts for the exploitation of its natural resources.’’)? 

As if the shifting to the new bank of projects which the U. S. 
might otherwise have financed, and the saddling of the new 
bank with the principles which had impeded effective develop- 
mental cooperation from U. S. institutions, were not enough, 
the U. S. government went on to brand publicly the new bank 
in a manner calculated to discourage the reception given to its 
financial needs in world capital markets by suggesting that the 
U. S. expects the new bank to make “‘political loans, loans to 
support internal budgets . . .”, the type of activity calculated 
to cause investors to shy away from buying the securities of 
the bank.® 

But all this did not exhaust the demonstration by the Eisenhower 
Administration of its determination vot to meet the challenge 
offered up by developmental requirements: 

Congressman Selden asked the Assistant Secretary of State: 
“As a result of the President’s trip to Latin America, is there 
going to be any change in the emphasis in the mutual security 
program in Latin America?” 

Mr. Rubottom replied cheerfully: “No, sir.” 

Congressman Selden: “In other words, your present recom- 
mendation will not be changed.’”* 

And what was that recommendation? Mr. Rubottom replied: 
“We are requesting an increase of $2 million for bilateral techni- 
cal cooperation over the actual figure for fiscal year 1960 and 
this is very nearly offset by a reduction of $1.7 million for 


*In a paper delivered in the Brazilian-American Round Table Series 
sponsored by New York University, May 3, 1960. 

‘Hearings before the House Appropriations Committee on “Mutual 
Security Appropriations for 1961,” p. 68. 

*Hearings before the House Foreign Affairs Committee, “Mutual Secur- 
ity Act of 1960,” Part V, p. 855. 
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special assistance for Latin America.”® 


of Secretary Herter! 


Lo, the “new urgency” 


Yet, Assistant Secretary of State Rubottom went on piously to 
tell the House Appropriations Subcommittee that ‘members of 
the Eisenhower group were impressed with the Latin American 
people’s determination to improve their economic and social 
conditions. This was summed up by President Eisenhower when 
he said that they knew that ‘poverty is not inevitable’.” In 
the face of the full factual demonstration of the manner in 
which the Eisenhower Administration had refused to provide 
adequate developmental cooperation, Mr. Rubottom then went 
on to assert that “the encouragement that can be provided by 
the United States is essential to help them (the Latins) achieve 
the rate of progress in development which they require if evo- 
lution and not revolution is to characterize etm America in 
the next few crucial years.’ 

Can it be that any President of the United States so addicted to 
reading of “westerns” could not be mindful of the lack of respect 
which the “forked tongue” had traditionally inspired in this 
country? Do we show respect for the Latin Americans when 
we speak continually in false terms? Is this the Voice of 
America ? 

Small wonder that the noted cartoonist Herblock was moved 
to portray some Latins glancing at their autographed photographs 
of Ike and their neglected lists of development projects and 
saying: “Oh it was nice meeting him but I just don’t under- 
stand that North American mafiana attitude.” 

While newsmen were being exhorted by the State Department 
to believe that the President’s trip had been ‘‘a tremendous and 
unqualified success,” to believe that the Latin Americans had not 
been able to see through the thin wispy oratory and the sonorous 
declarations of amity, the American press was blasting away 
at the obvious deficiencies of policy. The conservative Business 


‘Hearings before the House Appropriations Committee on “Mutual 
Security Appropriations for 1961,” Part II, p. 1867. 

*Hearings before the House Appropriations Commitee on “Mutual 
Security Appropriations for 1961,” Part II, p. 1864-1865. 
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Week warned that “much of the President's success on the trip 
came from his speeches emphasizing Latin American develop- 
ment and U. S. willingness to help” and that “the new warmth 
in Latin American relations will dissipate quickly’ under a 
failure to improve economic performance. The influential Wash- 
ington Post asked the President to discern the “unnerving reali- 
ties” beneath the red carpet of official welcome, to realize the 
inadequacy of the mixture of ‘‘good intentions, high-sounding 
phrases and a grab bag of ad hoc assistance.’ Rio’s Jornal do 
Brazil worried lest the President think that the great demon- 
strations of welcome in Brazil meant that the Brazilians be- 
lieved that the U. S. was ready to discharge its responsibility 
to the hemisphere, warned that economic assistance was the 
heart of the problem, asked the North Americans to rid them- 
selves of myths of Latin American indolence and of the suffi- 
ciency of private investment to meet the continent's develop- 
mental requirements. Newsweek, noting Eisenhower's “success” 
in convincing the Latins that we wanted to help on economic 
development “without committing his budget to another dollar 
of aid” noted that he had left behind him problems “that 


must be answered soon and effectively.” 


Everywhere, seeing a policy, which consisted as Senator Ken- 
nedy put it in ‘‘reacting ad hoc to a crisis here and a crisis there, 
year by year, region by region,” intelligent people asked “What 
happens after the confetti is swept from the streets?” They 
had been given an answer, however, seven years before, on 
the assumption of office by this administration, when the Secre- 
tary of State had drooled before the House Appropriations 
Committee of his hope that even Point IV might be eliminated 
from the budget, and when White House Reorganization Plan 
No. 5 had heralded the decision to eliminate even the well- 
established Exim Bank from vigorous policy participation in the 
economic development of Latin America. 


Down-Grading Brazil. ‘Brazil's economic frustrations,’ testi- 
fied the director of the Office of Latin American Operations 
of the International Cooperation Administration, “tend to pro- 
mote resentment against her traditional friend and ally, the 
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United States. This is complicated by the Brazilian feeling that the 
United States neglected its South American allies while con- 
centrating its attention on other areas. The rapid spread of this 
feeling indicated that during 1960 U. S.-Brazilian relations may 
face their most difficult test to date. That is one of the reasons 
the President's trip to South America was planned.” 

What was it that the State Department expected President 
Eisenhower to accomplish in Brazil? Could he by his personal 
charm wrest from President Kubitschek the petroleum concessions 
for former U. S. officials which the State Department by the 
exercise of fierce financial pressure in 1959-60 had been un- 
able to squeeze out of Brazil? Could Eisenhower put forth a 
convincing case for the decision which the State Department 
had made to shift from Brazil to Argentina as the core rela- 
tionship with South America, despite the long years of friend- 
ship and cooperation with Brazil and the dangerous years of 
antagonism by Argentina which had only been broken now 
by a sell-out by Argentine politicians of their petroleum re- 
serves on terms likely to generate difficulties for a generation 
to come? Or, was Eisenhower prepared to announce that his 
administration would resume financial cooperation with Brazil 
on a scale suitable to the requirements of that country and to 
concede the failure of the pressure to achieve petroleum concssions 
against Brazil's best interests and against Brazilian popular 
opinion ? 

What happened in 1959-60 to cause the State Department 
suddenly to fear the consequences of the deterioration in rela- 
tions with Brazil ? 

Intoxicated with the success of the assistance it had rendered 
U. S. oil companies, in breaking down resistance to the 
granting of concessions in Argentina and Bolivia on terms 
wholly inconsistent with current industry practice and as such 
prejudicial to the Latin Americans, by a skillful use of promises 
of financial assistance by the U. S. Government, the Depart- 


"Hearings before the House Appropriations Committee on ‘Mutual 
Security Appropriations for 1961,” Part II, p. 1905-1906. 
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ment had made an all-out effort to break down Brazil's re- 
sistance. Despite the fact that the marketing situation for its 
chief export commodity was such that normally special assistance 
would have been thought in order, the word went out now 
that Brazil must be broken. It was now or never. There could 
be no further accepting of Brazil’s resistance to introduction of the 
petroleum companies, particularly those where there was a special 
association with this administration on a personal basis, into 
exploration and exploitation of Brazil’s petroleum potential. 

Reviewing the various avenues of assistance, the U. S. Depart- 
ment of Commerce reported that in 1959 our cooperation with 
Brazil had been reduced 75%. 


U. S. Cooperation with Brazil 
(millions of dollars) 


Net Net Net Total 
credits grants — short- 


term aid 
Calendar year 1958 $110 $7 $27 $144 
Calendar year 1959 15 9 10 34 


The Export-Import Bank had its own proud achievement to 
report: In 1959 it had received from Brazil in repayments and 
interest collections some 25 million more than it disbursed on 
loans to Brazil. This compared with 1958 when the Brazilians 
had enjoyed $90 million of net aid. But there was more to re- 
port: By 1960, four-months data showed that the Bank was 
receiving from Brazil in repayments and interest collections two 
dollars for every dollar it disbursed on Brazilian account. In 
addition, Brazil had been barred from the Development Loan 
Fund while Argentina was receiving a sizeable amount of as- 
sistance. All this in a year when conditions beyond its control 
in world markets for its export commodities were creating 
a heavy need for friendly cooperation. 
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Exim Bank Activity in Brazil 
(millions of dollars) 


Interest- 
Disbursements Repayments Collections 


Calendar year 1959 $64 $71 $20 
Calendar year 1958 185 76 16 
Four months 1960 12 16 9 
Four months 1959 30 26 7 


So, day by day, the State Department waited for Brazil to 
collapse, to reach a point where from its knees it might be com- 
pelled to accept terms on petroleum. There was too little vision 
in the State Department to perceive that if this happened, it 
might well touch off a social and political convulsion in Brazil 
that would make the surrender too costly to the United States, 
for in a net balancing of all the various interests of the United 
States, it is probable that the maintenance of democratic govern- 
ment in Brazil is more important than the fees which former 
State Department officials might obtain for negotiation of petro- 
leum contracts with captive Brazilian officials, or the profit- 
remittances which might be expected to follow upon concession- 
terms out of line with current industry practice. 

But Brazil refused to break down. The economy survived the 
pressure. At least it was still retaining its independence when 
Eisenhower came to Rio. And instead, the State Department 
found itself reading, month by month, reports from Amembassy 
Rio which stressed the tremendous economic progress, the meet- 
ing of great industry objectives, the tremendous surge of indus- 
trial activity, improvement in real wages for the skilled and no 
very significant decline in real wages for the unskilled. 

By March 28, 1960, the State Department found itself before 
the Senate Foreign Relations Committee confessing sheepishly 
that despite the U. S. pressure on Brazil, per-capita gross na- 
tional product in 1959 had increased by more in Brazil than im 
any other major Latin American country. 

The whole campaign against Brazil had been carried on, for 
public-relations cover-purposes, in terms of Brazil’s unwillingness 
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to accept a stabilization program such as Argentina had con- 
sented to. In the Plate, in return for the petroleum concessions, 
the United States had given Argentina what President Eisenhower 
called ‘‘a billion dollar program,” identifying it as “the most 
intensive program of financial cooperation to have been carried 
out in the history of the hemisphere.” 

And when the President came to Buenos Aires to extend his 
economic intervention on behalf of President Frondizi to political 
intervention, he found a report drafted by the American Embassy 
which testified to the fact that the regime which we had under. 
written had achieved a decline in real wages of some 20% in 
1959, the gross national product had fallen some 3 to 5 percent 
for the year, the level of industrial activity had fallen at least 
10%, the share in the gross national product going to labor had 
fallen drastically, and the cost of living was now rising faster 
than in Brazil. The social revolution had been successfully 
reversed. 


Changes in 1959 in Per-Capita Gross National Product 
(Data by Department of State) 


Brazil up 2% Mexico up 1% 
Argentina down 5% Colombia unchanged 
Chile up 2% Peru down 2% 


Probably no policy decision in the State Department could 
have wider ramifications than the decision to turn from Brazil 
to Argentina as the primary relationship for the United States 
in South America. The press has commented widely on “the 
strong under-current in Argentine official thinking for replacing 
Brazil (our old ally) as the principal voice for South America 
in Washington” and on the rather obvious decision of the State 
Department to undertake this drastic change in policy at this time. 

The Brazilian relationship with the United States has been 
unique, uniquely effective. It has been, as a former Assistant 
Secretary of State has noted, “of a special nature, a constructive 
and stabilizing factor in the community.”* The Brazilian friend- 


®Edward G. Miller, Jr., ‘A Fresh Look at the Inter-American Com- 
munity,” Foreign Affairs, July 1955. 
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ship has not had to be bought, indeed it could not be bought. 
Historically, the Brazilians have aspired to a close relationship 
with the United States, and in their notable continuity of foreign 
policy there has been an identification of their independently- 
arrived-at objectives with those of the United States which made 
for invaluable cooperation in war and peace. 

From the viewpoint of the Eisenhower Administration, this 
unique traditional friendship on its historic terms could have 
been maintained only if petroleum concessions were granted, on 
U. S. terms, to friends of the Eisenhower Administration. But 
if the friendship of Brazil over the years has been freely given, 
it is equally true that it was not available for barter on an 
“or else’’ basis. 

It remains to be seen whether the turn to Argentina and away 
from Brazil will prove to be a wise one. For the moment, 
certainly, it is not feasible to measure the success of this fright- 
fully important policy change in terms of votes at the UN or 
even in terms of fees paid to U. S. negotiators for Argentine 
concessions or of profits remitted from the Argentine concessions. 


Tabulation of Latin American Voting on 25 Key Issues 
at 14th UN General Assembly, Sept.-Dec. 1959 
(Tabulation by State Department) 


With U.S. Against U.S. Other 
Argentina 20 
Brazil 22 
Cuba 17 
Bolivia 19 
Mexico 18 


Nothing that the President did in Brazil altered the funda- 
mental decisions that had been taken in the State Department. 
There was the remarkable triumph of streamlined modern diplo- 
macy in which the communique of the Declaration of Brasilia 
was issued before the two Presidents met. There was the quiet 
statement by the Brazilian Ambassador to the United States that 
Eisenhower would not be confronted with a request for philan- 
thropic assistance. There was President Kubitschek’s warning 
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that “simple emergency measures and routine steps” are inade- 
quate for the problem of Latin American economic development. 
And there was the resounding enunciation by Kubitschek: “We 
simply wish the U. S. to understand that the resolution of the 
Brazilian people to industrialize this country, to use its natural 
resources, to prepare the better conditions of life required by our 
population growth, to reject a lowly and vague destiny, is de- 
cisive, definite and irreversible.” 

“Many of the people here,” a high Brazilian official commented 
to the New York Times, “have not much idea of what Eisen- 
hower is doing here.’” Given the deceit with which American 
policy had been smothered within the United States, there were 
probably as few within this country who knew what he was up to, 
as few who understood how Brazilian-American relations could 
have reached so low a point, faced so difficult a test in 1960, as to 
make the Presidential visit as necessary as ICA thought it was. 
The Christian Science Monitor had commented that “Brazilians 
are entitled to know what Eisenhower really brought them beside 
good-will.” The decisions on discouraging economic-development 
acceleration and the decision to replace Brazil with Argentina 
as the strong-point in inter-American policy relations might even 
have prompted a question as to the good-will. 

Argentine Policy. Stability in the Plate at any cost was per- 
haps the first policy objective set up by the Eisenhower Admin- 
istration. It was still a primary objective of the Administration 
when the President came to Argentina. 

The visit of Milton Eisenhower to Perén had touched off such 
immense satisfaction within the State Department that it was 
moved to proclaim publicly that “Perén has taken steps toward 
improving relations by settling outstanding controversies with us. 
Argentine and U. S. interests coincide far more than they clash. 
Logic and common sense point to the course which we should 
take. We welcome the constructive attitude that President Perén 
has shown. We shall strive earnestly to consolidate the improve- 
ment that has taken place in our relations with Argentina.” 

And when Perén, whom Milton Eisenhower in apparent adula- 
tion had found “a great leader of a great nation,” indicated 
that he would accept a quid-pro-quo deal involving U. S. govern- 
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ment financing of a great industrial plant in exchange for the 
granting of a petroleum concession to a private American com- 
pany, the Department was veritably overwhelmed with the 
“success” of its Argentine policy. Down to the day Perén fell, 
it was asking the press to understand the “success” of this 
policy. 

When President Eisenhower arrived in Argentina, he came 
fully prepared to intervene as actively for Frondizi as the De- 
partment had intervened for Perdn. For this time, there was 
even greater cause for elation. The Frondizi regime in pre- 
election and post-election commitments secretly arrived at had 
signed away proven oil reserves to certain foreign interests, some 
reputedly associated with the White House, on terms so prejudi- 
cial to Argentina in the light of prevailing industry practice that 
many veteran oilmen were astounded when the announcements 
appeared. (It is significant perhaps that liberal elements in the 
United States which had protested the terms of the petroleum 
concession granted by Perdén failed to lift a voice in comment on 
the Frondizi terms which were more prejudicial to Argentine in- 
terest and quite out of line with industry practice.) 

The State Department wanted no question to remain in the 
minds of any Argentine voter as to where it stood with reference 
to President Frondizi. He had milked prestige from his visit 
to the United States. Now, President Eisenhower was to re: 
iterate the familiar U. S. position on non-intervention wherever 
he went in Latin America, and simultaneously seek to enhance 
the prestige of Frondizi in Argentina even at the risk of bestow- 
ing a kiss of death upon him. As Newsweek put it, the “U. S. 
President did his best to rub off some of the adulation on his 
beaming host.” He reminded the Argentines that he had “un- 
bounded admiration for the courageous efforts you are making 
under the inspiring leadership of President Frondizi.” He chose 
to remark that he was 100% for Frondizi despite the protests 
of the opposition that this constituted intervention in internal 
politics. 

All this was in keeping with the State Department’s judgment 
that the Frondizi regime had become “the chief hope of inspir- 
ing the democratic way throughout all South America.” It was 
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the practice to stress that Frondizi had come in as the first com- 
pletely freely-elected president in thirty years. The fact was 
that the dominant party in the country had been banned and 
the army had determined which groups might be permitted to 
participate in the election. And the elections after the Frondizi 
regime came in had shown him distinctly a minority leader. He 
was, indeed, in office for as long as the military were interested 
in keeping him there. He had come in with Peronista support, 
he had violated his major election pledges on the economic 
side shortly after taking office (if not before). The first im- 
portant political development in South America after Eisen- 
however’s visit was Argentina’s declaration of a state of “internal 
commotion”, and the rousing defeat which Frondizi suffered in 
the election thereafter gave further evidence of the role of this 
regime in democratic governmnt. 


Milton Eisenhower had seen in the unsettled conditions in 
Buenos Aires that featured the President's visit merely persons 
“shouting and laughing in a mood of complete goodwill, a little 
bit like a Democrat shouting at a Republican in this country’” 
Possibly the same “goodwill” which the anti-Peronistas were ex- 
periencing toward Perén when he was praising Perén? But a 
British correspondent was moved to contrast the ‘“‘brilliant off- 
cial spectacle and fulsome expressions of goodwill with the 
utter apathy of the people who hadn’t the slightest interest 
in the visit.” It appeared that “the sullen mass of Argentines 
did not demonstrate, they had no objection to President Eisen- 
hower personally but they opposed his association with a govern- 
ment in which they had ceased to believe and they stayed at 
home.” The Times noted that the majority of those given a 
holiday for the occasion of the visit were apparently not inter- 
ested and went home. 

Again, as happens so often in any analysis of the good-partner 
policy, the question arises: Is there a difference between the 
national interest and the interest of petroleum-concession hunters ? 


°Washington Post, March 19, 1960. 
See the coverage by The Observer, The Times, The Daily Telegraph. 
It was much superior to that available in the U. S. press. 
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Does a regime, whatever its other attributes, become worthy of 
direct intervention by the United States to effect its survival be- 
cause it has come forth with petroleum concessions? What exactly 
is the role of the United States in this matter? 

Senator Wayne Morse, in the hearings on the nomination 
of Mr. Roy R. Rubottom to the Assistant Secretaryship of State 
for Inter-American Affairs in 1957, had apparently anticipated 
the direction which U. S. policy might be taking. He asked 
whether American oil companies abroad are allowed ‘‘to go ahead 
without any control by the State Department?’’ He asked “can 
investors do anything they want to in South American countries 
by way of investment, even though that investment may result 
in subsequent exploitation and trouble to the State Department, 
trouble to our Government, conceivably, and great loss to the 
taxpayers of this country?” 

Mr. Rubottom replied that “if it ever became clear that they 
were engaged in a policy which was contrary to their interest, 
and therefore to the interests of the United States Government, 
I think we would undertake to so advise them.’ He had indicated 
that the State Department is usually “familiar with the broad 
contract under which they do business.” 


What Mr. Rubottom was saying essentially was that a policy 
contrary to the interests of an oil company is automatically con- 
trary to the interest of the U. S. government, i.e., contrary to the 
national interest. Presumably, this implied that what is good 
for the company is good for the United States. 

But there is every reason to believe that this is a completely 
false basis for the foreign policy of the United States, a basis 
that is dangerous in the extreme. Yet, the State Department 
was demonstrating in Argentina that it stood by the enunciation 
of Mr. Rubottom as to where the national interest lies. It was 
aware, if not from its own intra-departmental analysis then 
from the comment of oilmen not involved in the concessions 
in Argentina, that the terms of the concessions diverged widely 


“Hearings before the Senate Foreign Relations Committee on the 
Nomination of Roy R. Rubottom Jr., May 29 and June 10, 1957, p. 
pp. 60-64. 
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from what foreign countries were able to negotiate in this era 
in their relations with foreign investors. There was no recent 
precedent for the terms on which proven reserves had been sur- 
rendered. The Department was aware that the very idea of the 
surrender of proven reserves was so repugnant to large elements 
of the Argentine population that the very least the U. S. could 
do was to make sure that the terms were not so open to criticism. 
And above all, at a moment when the Department was applying 
pressure on Brazil to surrender potential petroleum resources on 
terms to be dictated from abroad, it could not have failed to 
appreciate that it was opening up the U. S. to charges of a revival 
of “dollar diplomacy” which would not only destroy the good- 
partner policy but would make it more difficult for a successor 
administration to reinstitute the good-ne/ghbor policy. 

There was apparently no knowledge of the historical back- 
ground of this problem inside the State Department. Professor 
E. David Cronon, in an extremely valuable book “Josephus Dan- 
iels in Mexico” has written that “the immensely valuable con- 
cessions bestowed by Diaz on the oil promoters undoubtedly 
encouraged the rapid development of Mexico's petroleum indus- 
try in the early years of the twentieth century. At the same time 
these benefactions did too little for the Mexican people and were 
productive of much future political trouble.” The words apply 
so aptly to the current Argentine situation that one would have 
thought that the Department would have familiarized itself 
wih the contracts and decided first, whether the policy was con- 
trary to the national interest, secondly whether it was even con- 
trary to the corporate interest, and then have acted in defense 
of the national interest. 

Nor can the companies involved have fully appreciated the 
historical background of this problem. There are cases where 
a grab for the maximum reduces to nothing. In recounting the 
tardy decision of the oil companies in Mexico to accept a 50-50 
basis for operations, the same Professor Cronon has correctly 
noted that “this was a remarkable offer, undoubtedly far more 
than would have originally been required to avert the expropria- 
tion. The only trouble was that it came about four years too 
late." By the time of the Argentine contracts, of course, 65-35 
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was the split which any independent self-respecting country would 
have gone into negotiations with as the minimum, and this only 
where the corporations assumed full risks of exploration which 
did not exist in Argentina since the reserves had already been 
proved. 

It is precisely in situations of this kind that the Department 
of State has a function to perform in relations with U. S. corpora- 
tions as well as in relations with friendly governments. But 
under the good-partner policy, with ex-officials of the adminis- 
tration hunting concessions all over the hemisphere, the De- 
partment failed to function properly. 

The New York Herald Tribune could hammer on stories of 
Argentine military protests against the increasing corruption in 
the Frondizi regime, on stories of “allegedly obscure dealing” 
involved in the oil contracts, on stories of the effort to prejudice 
the independence of the judiciary. 

Argentine economic journals could protest unceasingly the 
myths being built up by Washington about the “‘success’” of the 
Argentine effort to reach budgetary solvency, stabilize prices, 
eliminate statism, etc., as pledged under the great billion-dollar 
program of assistance of which Eisenhower spoke in Buenos 
Aires. 

The House Government Operations Committee, in the case 
of Development Loan Fund assistance which had been given 
Argentina and denied Brazil, could frown on the use of this 
money (in the Argentine case) for political purposes marked 
by an absence of scrutiny of the purposes for which the funds 
were to be used. 

The editor of the Chicago Sun Times, examining our associa- 
tion with Frondizi and Frondizi’s conversion from socialism to 
capitalism, could comment that “I’ve never been too optimistic 
over converts myself . . . they too frequently backslide.” 

The House Appropriations Committee could protest the use 
of foreign currencies generated by P. L. 480 exports to Argentina 
allegedly to develop a market for U. S. farm products. (“What 


12F. David Cronon, Josephus Daniels in Mexico (The University of 
Wisconsin Press, Madison, Wisconsin, 1960), p. 35. 
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American farm products are we building a permanent market 
for in Argentina?” asked Congressman Marshall. “Is there a 
prospect by the use of P. L. 480 funds that we will get an in- 
crease in exports to Argentina?” “No, sir,” answered the Admin- 
istration. After all, it was only money, $14 million to be exact, 
that was involved in the questioning). 

The Brazilians could point out that their government petroleum 
entity had been so successful that it had substituted for $145 
million in imports in 1959 by its successful operations, and that 
this compared favorably with the Argentine achievement in the 
initial surrender to foreign companies there, with the added 
factor that the Argentine operation was much the easier, since 
the oil there had already been located and proved up. 

Independent observers could point out that the inter-American 
community extends beyond the boundaries of the one country 
(Argentina) and that it was dangerous to focus developmental 
assistance only where a surrender on oil occurred. 


Exim Bank Activity in Argentina 
(millions of dollars) 


Interest- 

Disbursements Repayments Collections 
Calendar year 1959 $69 $10 $6 
Calendar year 1958 61 10 3 
4 months 1960 21 — 2 
4 months 1959 ay — 1 


But under. the good-partner policy, all issues were subordi- 
nated to the single policy consideration: Have American com- 
panies been admitted to petroleum concessions on terms 
they deem suitable? And has suitable attention been given 
former associates of the Eisenhower Administration ? 


On Tour in the Good-Neighborhood. On the eve of his jour- 
ney to Latin America, President Eisenhower explained the pur- 
pose of his expedition: (1) To learn more about the Latin 
Americans. (2) To assure them again of our desire to co- 
operate in their economic advancement. (3) To make clear our 
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intention to work with them toward universal peace with justice. 

The State Department got the President off to a bad start by 
damaging the repute of the law by allowing external considera- 
tions (the possibility of hostile demonstrations in the event of the 
execution of Chessman on schedule) to interfere with the ad- 
ministration of justice in this country. 

The expedition itself got away to a sour start in Puerto Rico 
where there were unfriendly demonstrations by both those seek- 
ing independence and those favoring statehood, where the Presi- 
dent made a reluctant public appearance in San Juan only because 
the State Department insisted that he dare not snub Mufioz Marin, 
where reliable reporters noted “enthusiasm at a minimum,”’ and 
where the President wound up demonstrating a lack of under- 
standing of things Latin American which spoke badly for the 
briefings he had received. After the long effort that had been 
made to have Latin America understand and appreciate Puerto 
Rico’s complete internal autonomy, the President injected him- 
self into Puerto Rican politics as if it were Minnesota or Iowa 
or some other state, gave his blessing to the statehood candi- 
date, and ultimately invited him to accompany the Presidential 
party back to Washington on the return journey. For this he 
won a resolution of censure from the Puerto Rican Congress. 

To Brazil the President brought nothing except the familiar 
pledge of non-intervention, the shield assuring Latin America 
free choice, with the accompanying assumption that no Latin 
American nation would accept communism under free choice, 
i.e., would not accept it unless by invasion, coercion or subversion. 

The State Department had found, the House Appropriations 
Committee was told, that “a great many of the thinking people 
in Brazil do not go along” with the idea that Brazil should have 
been better treated economically.** Thus, the Department had 
decided that instead of taking steps to correct the dangerous 
deterioration in relations with Brazil by renewing suitable-scale 
cooperation in economic development, it would suffice to give the 
Brazilians a chance to cheer Ike and nothing more! 


183Hearings before the House Appropriations Committee on “Mutual 
Security Appropriations for 1961,” Part IT, p- 1906. 
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Who were those “thinking people in Brazil” on whose judg- 
ment the State Department relied for this highly important 
policy decision ? 

The Brazilian Ambassador to the United States surely qualified 
as a “thinking man” and he was clearly no radical. Yet, he 
found it necessary to point out that in 1959 the U. S. had seen 
to it that not a dollar in foreign aid in the form of new public 
loans had become available to Brazil. During the whole Wash- 
ington-oriented press discussion of Brazilian economic-policy de- 
terioration and simultaneously the slanted discussions of the 
Argentine economic improvement, no one had seen fit to point 
out that Brazil had enjoyed a 6.6% annual increase in gross 
national product for the past four years. Now, the Ambassador 
noted that whereas the Bankers’ Mission to India and Pakistan 
had said that a 2% increase in per capita income in Pakistan 
would require $1.7 billion in aid exclusive of P. L. 480 financing, 
Brazil had raised its per-capita income by 2.7% without a dollar 
of new public loans. He, a thinking man and a conservative, 
felt that indifference to Brazil’s requirements could not long 
persist safely: ‘‘a half-continent with the potentialities of Brazil, 
that refuses to accept poverty, ignorance and weakness as its 
destiny, and that struggles for its goals with every ounce of 
energy at its command, cannot be looked upon with indifference 
for too long by the democratic free world to which it belongs 
and to which it can make a decisive contribution.’ 

But as long as petroleum concessions were not forthcoming, 
the State Department would continue to search for and find an 
excuse for indifference as to the relationship with Brazil. 

In Argentina the President had the specific assignment of 
identifying the United States Government with the Frondizi 
regime. There was no indifference there. A leading Republican 
in the Senate (Aiken) was asking whether the State Department 
might not be crowding Argentina too far in the direction of 
private development of its resources, etc., so that “we may 
have invited the establishment eventually of a government which 


14Speech before the New Orleans Chamber of Commerce, June 16, 
1960. 
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may be far less friendly and cooperative with the United States.” 
But the President was in no position to challenge the decision of 
the State Department and to place in jeopardy, just for reasons 
of the national interest, the petroleum concessions which had 
been won from the Frondizi government. 

In Uruguay, there were the noisy but essentially unimportant 
demonstrations, and the presentation of the request for more 
than a hundred million dollars in assistance which was accepted 
in cold but correct fashion. 

In Chile, the President was confronted for the first time with 
a serious statement of the issues by an articulate students’ 
group, and the press reported that for the first time this trip Mr. 
Eisenhower “erupted in anger.” If he were really in Latin Amer- 
ica to improve his understanding of the Latin Americans, as he 
had said on departure from the United States, he could have 
hardly failed to profit from the Chilean Students’ Federation’s 
confrontation. 

The Issues Defined in Chile. ‘The Chilean students identified 
themselves as “in the majority, Christians,” and “almost all” 
firm supporters of democracy and opposed to all types of 
dictatorship. They applauded the President’s official declarations 
with respect to self-determination in the Cuban nation, urged 
him not to yield to demands for intervention in Cuba, and 
pointed out that the Chilean students too opposed the lack of 
institutions under the Cuban regime based on the will of the 
people, the length of one man’s term in office, etc. They argued 
that the inter-American system through its treaties had tended 
to create fewer obligations for the United States and to give 
the United States more advantages than did the other international 
arrangements of the United States. They urged therefore as a 
responsibility of the U. S. the assumption of the initiative—a 
positive force rather than a limping aquiescent—in three funda- 
mental problems: economic integration of the Americas, mili- 
tary security with reduced military expenditures by the Latin 
Americans, and more vigorous opposition to Latin American 
dictators. 

Then the Chilean students reached the heart of the problem: 
the alternatives for economic development. They must reject two 
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alternatives, said the students: (1) the communist alternative 
which demands an unmerciful exploitation of our own people; and 
(2) the alternative which had served Europe well—the exploita- 
tion of other countries—but which is no longer practicable. They 
proposed instead that the United States, itself the product of a 
revolutionary philosophy politically and economically, compre- 
hend that defense of the “prevailing order’, as long as the dif- 
ferences between the standard of living in Europe and the 
United States and the standard of living in the less-developed 
countries were so large, was not a moral solution, and that the 
United States must lead the fight for a new social order. 

The United States replied that we must all try to find some 
new approach to discourage anti-democratic governmental prac- 
tices, but that we cannot be so obsessed with the destruction of 
undemocratic regimes as to act to create chaos, anarchy or even 
worse tyrannies. 

On: the economic problem, the President was pathetically in- 
adequate. The United States could point only to good intentions, 
and an output of speeches in favor of economic development 
that was second to none. As the New York Times reported it, 
newsmen were told that the President contemplated no new as- 
sistance programs for Latin America as a result of his visit. 
“The United States has always had the best of intentions toward 
Latin American development and these intentions are even 
better now as a result of the President's trip.”** Could there 
have been a greater declaration of policy-bankruptcy ? 

What the President Learned. 'The President returned to tell 
the American people that he had drawn on the vast reservoir 
of respect and admiration and affection that the Latin Americans 
have for the United States. And in return he had assured the 
Latin Americans that we in the North ‘‘want them to succeed” 
in their effort to achieve a better life for themselves and their 
children. In fact, he had told them that should any Latin 
American nation find that it is not getting the necessary as- 
sistance in its developmental activity from the proliferating 
structure of lending agencies in Washington,” we of the United 


15March 6. 1960. 
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States would want to know the circumstances.” Where had 
this man been for the seven years during which the Latin 
Americans had never ceased to emphasize their preoccupation 
with the problem of economic development and with the inade- 
quacy of the U. S. response to this problem, and during which 
the Latins had been shunted from conference to conference 
whenever they sought to pin the U. S. down? 

Even his own party in the Congress refused to claim or share 
this ignorance. Senator Capehart, no radical he, told the press 
in December that the good-partner policy was failing “because 
of the appointment of too many committees and fact-finding 
boards which are very very slow in making their reports, reports 
on which no action is ever taken in many instances.’’ The policy 
was failing “‘because there had been a failure to maintain con- 
tinuity in our Latin American program and instead it had been 
kept on a start and stop basis.” (Senator Capehart could have 
reminded the President that on October 13, 1952 General Eisen- 
hower had read a speech on the good-neighbor policy in New 
Orleans in which he cried out that “Here too our policy has 
been stop-and-go, zig and zag. That too will change after you 
give the command on next November 4.” How quick are the 
campaign promises forgotten!) Senator Capehart went on to 
criticize the failure to pay close attention to details on “little 
things,” the failure to act immediately on matters that require 
immediate action, the general impression conveyed to the Latins 
that they were taken for granted, the failure to offer suitable 
shares of foreign aid to the Latins. 

Senator Aiken, also a Republican, wasted little time in locating 
the focus of policy decision. He demanded a “greater adaptability 
in our policies to the profound changes that are occurring in 
Latin America,” including a more realistic lending policy specifi- 
cally with respect to loans for government enterprises like oil 
and loans for social reform and welfare problems—housing, land 
distribution, etc.’* For his efforts, he won applause from both 
sides of the aisle. 


16Report of Senator George D. Aiken to the Senate Foreign Relations 
Committee on a Study Mission to Latin America, February 2, 1960. 
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Senator Morse, a Democrat, urged that the most important 
task of U. S. policy in the 1960s in Latin America is to make 
clear that the United States welcomes the kind of social change 
that widens the area of human freedom, that the criteria ap- 
plied to decisions assisting economic development had been much 
too narrow and doctrinnaire, and he too referred to the oil de- 
velopment problem that was, as we have seen, shaping the good- 
partner policy.” 

Senator Kennedy recognized that the good-partner policy had 
taken us to the point where we must “reconstruct our relations 
with the Latin American democracies,” suggested that “‘dollar 
diplomacy is not enough,” and that now it might not be sufficient 
even if we returned to the good-neighbor policy.** The lost 
years of deceit and evasion had been all too costly. 

And Adlai Stevenson returned from his South American 
odyssey “‘less optimistic’ than had been the President who had 
expressed a high degree of optimism about conditions in Latin 
America and relations with the U. S. He felt that it would 
take ‘‘more than good-will tours to assure hemispheric solidarity,” 


and warned that “if Eisenhower's visit creates hopes that do 
not materialize, it could boomerang badly.” 


The End of the Good-Partner Policy. In 1960 the State De- 
partment was still making its familiar plea for understanding. 
“Where there has been a worsening of relations,’ asked Con- 
gressman Sikes, “can you point to any basic cause or causes?” 
The Assistant Secretary of State replied: ‘. . . lack of under- 
standing . . . we need wider dissemination of knowledge because 
through knowledge we achieve understanding.’® 

‘But the rhetoric of the good-partner policy, the substitution of 
exercises in semantics (the change in the name of the good- 
neighbor policy to good-partner policy, the retreat from “Point 
IV” because of its identification with a very successful policy) 


"Report of Senator Wayne Morse to the Senate Foreign Relations 
Committee on a Study Mission to South America, February 20, 1960. 

18Speech in the Senate, June 14, 1960. 

1°Hearings before the House Appropriations Committee on Department 
of State and Justice Appropriations for 1961, p. 319. 
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for action, the unending pontification of the President and the 
State Department that the American nations must show the rest 
of the world “how friends and neighbors can act” and the de- 
termined resistance to action that friends and neighbors might 
properly be expected to take, the lack of honesty and integrity 
in its dealings with Latin America, the pursuit of petroleum 
concessions under cover of the rhetoric of the good-partner 
policy, all these were if anything too well understood in 1960. 
It was precisely because of the rising standards of literacy, the 
improving means of communication and the clear grasp of the 
situation by Latin American leaders that we were being con- 
fronted with a showdown. The good-partner policy had failed 
precisely because its essential dishonesty had been understood. 

It now remained to reshape American policy, to restore the 
administration of our inter-American policy to administrators 
conscious of the potential of policy, free to act in the national 
interest, and possessing the integrity of purpose to implement 
a policy in the American tradition effectively. 





BOOKS IN REVIEW 


Commodity Problems in Latin America 
By Virgil Salera* 


Commodity Problems in Latin America, one of the reports prepared for 
the so-called Morse Committee, displays deficiencies characteristic of Wash- 
ington—verbiage coupled with the wrong or misleading use of statistical 
data. 

The report (a) shows a studious and judiciously expressed sympathy 
for Latin America’s concern with the comparatively wide amplitude of 
fluctuations in raw material and foodstuff prices, (2) parades the usual 
facts and figures on commodity prices, the terms of trade, annual variations 
in foreign exchange receipts, and the relative decline in trade in most raw 
materials, (3( reiterates well-worn themes concerning the way in which 
American mineral and European agricultural protection intensifies Latin 
American commodity problems and the marked deficiencies of Latin Amer- 
ican monetary and fiscal policies, (4) gingerly sidesteps the colossal failure 
of highly relevant American farm policy which retains unwanted resources 
in agriculture—policy which is the domestic counterpart of international 
commodity stabilization, and (5) ambivalently recognizes the basic sound- 
ness of the official U.S. position against international commodity stabiliza- 
tion agreements but nevertheless chides our government for its “doctrin- 
aire” or “negative’’ attitude and suggests that we play a “more active role”’ 
in a basically unsound business, essentially for reasons which the present 
writer would classify under the heading of “international life adjustment.” 


Definition of Problem Adequate? What are the Latin Americans con- 
cerned about in the area of comodity problems? Two at least partly 
interrelated matters, as they put it, trouble them from time to time: 
worsened terms of trade and slow growth of their exports relatively to 
world industrial production. (During most of the postwar period to date 
the raw material terms have been favorable, so that Latin Americans have 
been benefiting on balance when the issue is viewed in the way they 
formulate it. Since 1954, however, the statistical terms of trade have been 
unfavorable to the area.) 


* Chairman of the Division of Business and Economics, Alameda State 
College. 

1 Commodity Problems in Latin America, by International Economic 
Consultants Inc. A study for the Subcommittee on American Republics 
Affairs of the Senate Foreign Relations Committee (Washington, 1959). 
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At the risk of pursuing the elementary, is an exporting area the loser 
(gainer) in some significant and measurable way when the prices of its 
exports fall(rise) relatively to the prices of a quite different batch of 
goods which it buys? At least two different situations must be distin- 
guished if this is to be answered meaningfully. 

For the long term, this reduces to the question of whether the meas- 
urer is really measuring comparable quantities or only deceiving himself. 
The Committee for which the report was prepared and the taxpayers who 
pay the bill are entitled to know something that is not brought out in the 
report either explicitly or in any reasonably implicit way, namely, that Latin 
American professionals and semi-professionals in this field have been nur- 
tured on the simple but very disturbing statistically-elaorated idea that the 
terms of trade have been adverse to Latin America during most of the mod- 
ern period, specifically since 1876. They have been nurtured on what 
appeared to be indisputable quantitative evidence, presented by such vocal 
and influential champions of the Latin American cause as Raul Prebisch. 

But they were falsely or inaccurately informed, as Professor P. T. Ells- 
worth has demonstrated in this journal.2 The figures which disturbed the 
Latin Americans strangely ignored the revolution in ocean and inland 
transportation, with the result that declining British c.i.f. prices (conveni- 
ently used, in the absence of better data, to measure Latin American expori 
prices) were improperly regarded as a measure of falling prices in source 
countries. Actually, as Ellsworth shows, declining British c.i.f. prices are 
consistent, allowance being made for sharply lower freight, with rising 
prices in source nations! Is it not rather interesting, by the way, that writ- 
ers from cosmopolitan Buenos Aires perpetrated such a statistical blunder? 


Faulty statistical procedures are only a part of the story, however. Much 
more important is the fact, also brought out by Ellsworth as well as by 
many other writers, that separate long-term price series covering raw mate- 
rial and industrial prices, respectively, involve fundamentally non-compa- 
rable magnitudes. Wheat is wheat, and coffee is coffee, whether the 
product be that of the 1876 or of the 1960 harvest. But a tire in an early 
period is not a tire but only a relic today, nor is an automobile of a former 
epoch an automobile today. Long-run price comparisons tell us little, if 
anything, except of course in a meaningless and superficial sense. This is 
to say nothing of such highly valued and tradewise very important new 
products of the order of nylon, chloromycetin, and pure jet commercial 
transports—to mention a few illustrative cases. There is no way to quan- 


2“The Terms of Trade Between Primary Producing and Industrial 
Countries,” Inter-American Economic Affairs, Summer 1956. Ellsworth’s 
paper identifies the slovenly UN writing which has been mainly responsible 
for the erroneous views. 
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tify, in price equivalents, such gwalitative matters. The result is that we 
cannot really measure the long-run terms of trade, at least in any defensible 
way. We can only play an unsophisticated and essentially rule-less “‘num- 
bers game,” in which quasi-trickery rather than scientific method is the 
source of persuasive power. In other words, coffee prices may be low in 
relation to an wnadjustable industrial price series and yet such coffee may 
really be traded for more rather than less of a combination of quantity and 
quality of manufactured imports. 


In a long-term sense, then, we must conclude and the Committee must 
appreciate that Latin Americans really have no statistical leg to stand on 
as far as the terms of trade are concerned, (By a similar process of reason- 
ing, of course, we must admit that our farm senators really have no statis- 
tical leg to stand on with respect to the sorry state of long-run “‘parity”’ 
and the horribly costly status and international friendship-losing nature of 
that failure of failures, American farm policy).° 

Though the authors of the report under review were free to present their 
story as they wished, why did they omit reference to evidence of the sort 
just outlined? It may suffice merely to raise the question, but it may be 
worth stating explicitly that much of their argument would have been phil- 
osophically and pragmatically largely beside the point if they had merely 
recited the doctrinal record. 

Instead, the authors indirectly concede the validity of the Latin American 
kind of statistical terms of trade argument. They do so by giving moderate 
emphasis (pp. 15 and 43) to the recent GATT study (Trends in Interna- 
tional Trade, Geneva, 1958) which shows that the terms of trade over 
the past thirty years have been somewhat favorable to primary producers. 
This period, it must be noted, included the Great Depression and World 
War II—a period of record low and high demand. Why, if this is so, all 
the fuss over Latin America’s fulminations? The answer, as I read the 
report, seems to be twofold: the essentially emotional argument that the 
U. S. can and should participate in more international commodity agree- 
ments than wheat and sugar, and a technical proposition, which the authors 


* The authors of the report under review add their ex cathedra pro- 
nouncement in favor of the Brannan method of keeping unwanted and un- 
needed resources in American agriculture (p. 60), but that method makes 
greater and not less resort to inherently unsuitable and wasteful political 
processes for rewarding producers than is the case where farmers tap the 
Treasury indirectly via supported market prices. The Brannan approach 
does indeed emphasize the transition away from unnecessary crops by use 
of direct subsidy payments, but should students of international trade phe- 
nomena—of all people, given the history of “infant-industry’”’ protection— 
swallow that line? 
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express in the context of the views of others, to the effect that ‘extreme 
short-run changes in price are clearly not needed to establish an appropriate 
long-run equilibrium price” (p. 49). 

The emotional arguament need not detain us, since emotion not sup- 
ported by technically sound devices is the formula for short-run failure and 
long-run disillusionment, especially when the emotional pitch comes from 
a country as technically sophisticated as the United States. 

Short-Run Prices and Long-Run Equilibrium. We are left, then, with 
the relation between short-run price movements and long-run equilibrium 
price. Before I deal with this directly, let me return to the second of the 
situations to which I referred earlier in this paper in connection with the 
defensible measurability of the terms of trade. These terms cannot mean- 
ingfully be measured in a long-run context since qualitative changes, 
broadly viewed, are not susceptible to defensible quantification. 

But short-run price relations, because of virtual compositional constancy, 
do meaningfully indicate changes in terms of trade. Obviously, sharp 
changes can produce sharp improvement or deterioration in a nation’s trade 
position. A sharp improvement in primary producers’ terms of trade is 
rarely a cause—if it has ever been a cause—for U.S. official concern, and 
is ordinarily viewed in Latin America as only the area’s just reward— 
partly as compensation for earlier unsatisfactory turns in the terms of 


trade, partly as redress for the inequality situation a la progressive taxation, 
partly for its role in facilitating expanded development, and partly as an 


offset to that fuzziest of fuzzy notions, “exploitation,” which price, and 
especially oligopoly theorists, have been playing with over the years.‘ 
Granted that the short-run terms of trade are quantifiable, what may be 
said about the proposition that “extreme short-run price changes” are not 
needed to establish “an appropriate long-run equilibrium price’? One 
could say “Amen,” provided that no one—least of all the Senate Commit- 
tee—found the answer misleading, but when is a price change “‘extreme”’ ? 
For all practical purposes individual changes, or daily or even weekly 
changes, are never extreme. The latter occurs at or near the end of a series 
of changes, which usually take place over a considerable period of time. 
In the context of commodity agreements, how is an extreme change 
likely to be avoided? The authors look with disfavor upon commodity 
agreements over a wide range of products, and instead urge a case-by-case 
approach, “‘anticipating crises and preventing them before they occur,” 
ostensibly first by way of participation in international study groups and 
then by sponsoring agrements where “practicable.” U.S. initiative in rela- 


tion to such institutions as the IMF and Marshall aid show the way we 
should work multilaterally in the area of commodity agreements. In short, 


it appears that we can avoid extreme changes by studying cases, some of 
which would end up as formal agreements. 
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How does this kind of recommendation differ from the general official 
U.S. policy? Although the authors hedge here and there, and allude to 
such matters as the desirability of more liberal tariff and quota treatment 
and greater IMF lending® to primary producing nations, they appear to 
be urging that we resolve more of the doubts than we have thus far in 
favor of Latin American arguments and promises. The main trouble with 
this position is that it is likely to give the Senate Committee the impression 
that it is we who are doctrinaire at least in relation to those who champion 
numerous commodity agreements and in relation to the willingness and 
ability of major producing nations to really do something about gross over- 
production. This is far from the case. The authors’ position either dis- 
regards or does less than justice to several hard facts. Thus, it disregards 
the colossal failure of American farm policy, under Democrats and Repub- 
licans alike, which is a commodity-agreement type of policy in its broad 
outlines; the failure to reduce American farm surpluses is especially alarm- 
ing in its implications for commodity agreements. More specifically, the 
report fails to develop an analysis which would give some assurance that 
agreements would indeed have some prospect of leading to long-run equi- 
librium prices rather than “‘parity’’-type situations with endless overproduc- 
tion and endless and needless taxpayer support in terms of “progressive” 


taxation which would be much worse than the international type. The 
report also virtually disregards the fact that the landscape is dotted with 


commodity agreement failures and with no real successes.® It does less than 
justice to the many ad hoc financial measures which the United States has 
taken to soften the impact of short-run price declines in raw material coun- 
tries, which are at least devoid of formalistic illusions that adorn typical 
commodity agreements. Finally, perhaps in keeping with the post-Keyesian 
fad, it pays too much lip service to the market mechanism while encourag- 
ing—however unintentionally—a subtle subversion of that mechanism, the 
one and only tested device the world knows for effectively and fairly deal- 
ing with ever-changing patterns of demand and resource allocation within 
the framework of politically free institutions. 


* Somewhat related to the last point is the matter of inflation. The 
authors commit a serious technical slip in dealing with this, however, since 
they view economic expansion in a country such as the U.S. as responsible 
for some of the observed inflation, via increased ss in Latin America. 


See pp. 25 and 37. But the posited relation would be true, as is generally 
known, only if the supply elasticity of imports were very low, which is 
rarely if ever the case in peacetime in an area such as Latin America. 

® Brazil’s hostile response to IMF suggestions for moderating its balance 
of payments deficit in 1959, at a time when the nation was in very difficult 
financial straits, is instructive on this count. 
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Primary Exports and Manufacturing Production. As a final item, the 
author’s concern for the slow growth of world primary exports to world 
manufacturing production may be examined. Again, the argument is 
couched in quantitative terms, but in a particularly deceptive way (unless 
I greatly under-estimate the Committee members). As the story is devel- 
oped, most senators may think that a 1:1 relationship is the proper norm.’ 
If so, when they read (pp. 15 and 26) that manufacturing output increased 
146% from 1928 to 1957, whereas primary exports expanded only 32% 
(or 14% if oil is excluded) are they not likely to feel that something is 
“wrong,” especially when the text specifically alleges (p. 26) that the 
slower rate “‘has limited the export earnings’ of primary producers? Lim- 
ited in what sense, other than a fortuitously statistical one? Brazil, for 
instance, has experienced a significant degree of industrialization, has the 
lowest Latin American ratio of exports to GNP (5.8%, p. 9), and perhaps 
has a long-run manufacturing export potential (and domestic market) 
greater than any other Latin American country. If, as seems likely, her 
industrial output and export capacity are increasing more rapidly than 
world primary export volume, in what sense may her growth be said to be 
adversely affected, if at all? 

Perhaps the country, and the Senate, have had enough doses of rate 
“analysis”, if only in terms of Soviet-American economic categories (with, 
however, the usual disregard of the inherent weakness of the Soviet way 
of running agriculture), to have developed a healthy skepticism concern- 
ing rate comparisons in which widely differing base periods and other 
special or technical considerations are involved. If so, the slovenly treat- 
ment of the export-manufacturing output relation in this report is not 
likely to prove very damaging. It is on the more specific properties of 
commodity agreements, and the difficulties they involve, that the report 
seems destined to have a scientifically undesirable effect. What good are 
arrangements which only expensively paper over cracks in the wall ? 


® A disservice was done the Committee in not referring to or summariz- 
ing a representative body of professional literature—though some refer- 
ences are made to material prepared by the international agencies—relating 
to international commodity problems and especially highly relevant experi- 
ence in connection with outstanding agreements. The failure to allude to 
the writings of Dr. Helen Farnsworth of the Food Research Institute, 
respecting the (unsuccessful) international wheat agreement is particularly 
regrettable. 

* To illustrate how ridiculous such an interpretation can be, it implies 
for example that value added to materials in the simple horse and buggy 
age would not be lower than in the jet age! Such is the “triumph” of 
report writing techniques over common sense—and incidentally an indica- 
tion of the water in GNP. 
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Dictatorship and Democracy in 


Latin America 
By J Fred Rippy* 


For more than a year Latin America has been a constant theme of 
public discussion in this country, and with few exceptions newsmen of 
every media of information have conveyed the impression that the general 
trend south of our border is toward democracy and more democracy. The 
following quotation from Dr. Milton Eisenhower's report to the President 
of the United States, dated January 4, 1959, is typical: ‘Since the policy 
of nonintervention was adopted in 1933, dictatorships in Latin America 
have steadily declined. Whether this is the result of the policy or a coinci- 
dence, I leave others to argue. My own belief is that one is at least partly 
the result of the other. Today, only a third as many dictators are in power 
(in the region) as (there) were in 1933.” 

Regarding this statement by Dr. Eisenhower I venture three comments. 
First, adoption of the policy of nonintervention by the United States in 
Latin America in 1933 at the behest of the Latin Americans has had little 
influence on the fate of dictatorships in the region. Denial of the right 
of revolution in Latin America by the government of the United States 
during the two decades preceding that year may have prolonged the rule 
of a few dictators, but so long as elections continued to be fraudulent and 
futile dictatorships were the only governments available. Second, the year 
1933 is not a fair starting point for comparison with the year 1959. 
Dictatorships were abnormally numerous in Latin America in 1933 mainly 
because of the World Economic Depression. Third, Dr. Eisenhower's state- 
ment consequently exaggerates the recent decline of dictatorship in the 
countries to the south. 

Depending upon definition, there were between 14 and 18 dictatorships 
in Latin America at the beginning of the year 1933 and betwen 5 and 15 


*Professor Rippy was formerly professor of history at the University of 
Chicago. 
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dictatorships in January, 1959. The 4 doubtful cases in 1933 were Nica- 
ragua, Panama, Bolivia, and Paraguay. The 10 doubtful cases in 1959 were 
Guatemala, Honduras, Nicaragua, Panama, Argentina, Bolivia, Brazil, 
Columbia, Peru, and Venezuela. Stated in terms of democracy or near 
democracy rather than in terms of dictatorship or potential dictatorship, 
the comparative situation was as follows: Early in 1933 the 2 democracies 
were Costa Rica and Colombia; Early in 1959 the 5 democracies were 
Mexico, Costa Rica, Chile, Ecuador, and Uruguay. The termination of the 
era of dictatorship in Latin America depended largely upon the political 
fate of the 10 doubtful cases of early 1959. 


Although my disagreement with Dr. Milton Eisenhower is not likely to 
damage his scholarly reputation, I hasten to admit that he presented an 
apparently solid basis for his optimism by pointing to the rapid downfall 
of dictators in Latin America since he became his brother’s chief counsellor 
on Latin-American affairs. The tumbling of Latin America’s dictators has 
been so frequent since that time that a member of the staff of New York 
Times (Tad Szulc) has recently published a book entitled Twilight of the 
Tyrants (Henry Holt, 1959) with those of Latin America in mind. 


A total of 11—possibly 12—Latin-American despots have fallen in 
11 nations of the region since early 1952. With apologies if needed, 


I shall now punish the reader gently with a chronology of their doom: 


. Hugo Ballivian, Bolivia, April, 1952. 

. Jacobo Arbenz, Guatemala, July, 1954. 

. Getulio Vargas, Brazil, August, 1954. 

. José Remon, Panama, January, 1955. 

Juan D. Perén, Argentina, July, 1955. 

Manuel Odria, Peru, July, 1956. 

Anastasio Somoza, Nicaragua, September, 1956. 
. Paul Magloire, Haiti, December, 1956. 

. Gustavo Rojas Pinilla, Colombia, May, 1957. 

. Carlos Castillo Armas, Guatemala, July, 1957. 
. Marcos Pérez Jiménez, Venezuela, January, 1958. 
. Fulgencio Batista, Cuba, January, 1959. 


WOMNAUAWNE 


General Castillo Armas was not a tyrant; only a mild and conserva- 
tive dictator. Arbenz of Guatemala was a tyrant largely directed by Com- 
munists. Getulio Vargas, dictator of Brazil during the 15 years beginning 
with the year 1930, was no longer a dictator at the time of his death by 
suicide. General Odria of Peru voluntarily surrendered his power after 
permitting a fairly honest election. Remén of Panama, Somoza of Nica- 
ragua, and Castillo Armas of Guatemala were all three assassinated. 
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Having set forth in detail the basis for Dr. Eisenhower's optimism, 
I now question his apparent major assumption, namely, that the downfall 
of tyrants in Latin America signalizes an advance toward democracy. 
This may be true in some but by no means in all instances. If the assump- 
tion were correct, the Latin-American nations would have become democ- 
racies long ago. Scores of dictators have been deposed, 26 or more of 
them by means of assassination, since the region won its independence 
from European control, most of it in the early 1820's. Yet, as of March, 
1960, only 5 of the 20 countries were democratic or approximately dem- 
ocratic and only 8 or 10 of the others were free at the moment from 
despotism but more or less at the mercy of the commanders of their armed 
forces. 


My explanation for the error in Dr. Eisenhower's implied assumption 
can be found in Globe and Hemisphere, a small volume which I published 
in 1958 (Chicago, Henry Regnery). At that time I declared: “By ridding 
themselves of dictators the majority of these nations merely gain in the 
most fortunate circumstances the opportunity of working in favor of 
democracy. More likely than not the overthrow of tyrants will result in 
an anarchy which produces new tyrants.” Let me subject my generalization 
to the test of historical events by inspecting the countries in which tyrants 
were deposed—or deposed themselves—during the years 1952-1959. 
I hope that the reader will tolerate another installment of details. 


1. Bolivia is now chaotic, largely deprived of the personal freedoms, 
and on the verge of State Socialism or Communism. 

. Guatemala is now tightly controlled by an army officer, mainly 
in the interest of the big landlords. 

. Brazil is governed by a radical reformer with the reluctant con- 
sent of the military groups and harried by a tremendous inflation. 

. Panama is turbulent under the domination of an oligarchy which 
depends on the loyalty of the national guard; radicals and Com- 
munists are threatening the ownership and security of the Panama 
Canal. 

. Argentina’s reformer president is a near puppet in the hands of 
its military forces. 

. Peru is at the moment a near democracy governed by a president 
chosen in a reasonably honest election and apparently devoted to 
the democratic freedoms. 

. Nicaragua’s young dictator is less a tyrant than his father was 
during a period of nearly 20 years. 

. Haiti exchanged a military for a civilian tyrant. 

. Colombia, though ruled by a civilian coalition with apparent pop- 
ular approval, is still suffering from insurgents and bandits. 
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10. Venezuela has a moderate coalition civilian administration which 
seems to be a government of, by, and for the Venezuelan people. 


11. Cuba is dominated by a bearded and passionate despot, an impa- 
tient, radical, and eloquent demagogue, and seems to be drifting 
toward State Socialism or Communism. 


As of March, 1960, it therefore seemed safe to assume that the age 
of dictatorship had not terminated in most of the Latin-American coun- 
tries. No more than 8 of the 20 nations were approximate democracies 
at that time: Mexico, Costa Rica, Ecuador, Chile, Uruguay, Columbia, 
Peru, and Venezuela, and the future of the last 3 and possibly some of 
the others listed was by no means certain. At least 12 of the 20 nations 
were not yet immune to dictatorship and at least 5 of the 12 were surely 
ruled by dictators. Cuba’s dictator at this time was Fidel Castro; the 
Dominican Republic’s was Rafael Trujillo, whose tyranny began in 1930; 
Haiti’s was Francois Duvalier; El Salvador’s was José Lemus; and Para- 
guay’s was Alfredo Stroessner. To these 5 despots one might add 2 more 
with adequate justification, in my opinion: Luis Somoza of Nicaragua and 
Hernan Siles Zuazo of Bolivia, though the latter would probably have 
preferred a milder course if he had felt that this was possible, and though 
the former had expressed a desire to guide his country into the democratic 
fold. 


The truth is that democracy is not easy to achieve, anywhere, at any 
time. Once attained, it is hard to operate, difficult to maintain. It not only 
requires “eternal vigilance”; it also requires honesty and a precise amount 
of tolerance and calm discussion. Literacy of the electorate is not enough. 
Training of the intellect is not enough. Sterling character is also neces- 
sary, and a large measure of economic welfare and independence on the 
part of most of the people, including politicians, lawmakers, and bureau- 
crats. What I have just asserted is not new, of course; but it is not less 
true because it is old. Many of the leaders and most of the masses in 
Latin America lack some or all of these qualifications, which cannot be 
acquired in a day, a year, or a decade. 


What should be the policy of the United States government with 
respect to Latin America’s dictators? I quote again from Dr. Eisenhower, 
who said his report of January 4, 1959, that our high officials should 
offer an “embrace for democratic leaders and a formal handshake for 
dictators,’ but that these high officials ‘‘must be careful in deciding which 
leader deserves a mere handshake and which an abrazo,” and remarked 
further that “in Latin America one finds a widely varying degree of free- 
dom” and popular participation and influence in government. In other 
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words, political trends and conditions in Latin America are difficult to 
assess. 

Many Latin Americans believe that our government has been too 
cordial in its relations with their dictators, and in recent months our 
national officials have shown a willingness to confess the reasonableness 
of this point of view. In efforts to promote economic prosperity and 
political stability in Latin America our government has aided and abetted 
tyrants. Without discrimination with respect to types of rulers, it has 
extended grants and credits to Latin-American governments aggregating 
several billions since the end of World War II. Omitting millions of 
assistance channeled through the United Nations and its affiliated agencies, 
the total for fiscal years 1946 through 1959 was no less than $3,628,- 
943,000. Included in this large sum is a total of nearly half a billion 
dollars spent for military supplies and services. (See Table I.) 

The best proof offered to substantiate the charge that our government 
has been “too cozy with dictators’ has been the medals and other honors 
conferred upon some of them and the gift and sale on easy credit terms 
of an abundance of military supplies to tyrannical regimes in Latin Amer- 
ica. According to official estimates, the value of military supplies and 
services programmed for the region during fiscal years 1950 through 1960 
was $492,724,000, the value of actual deliveries amounting to at least 
$417,772,000. Every government in Latin America except those of Pan- 
ama and Bolivia received military assistance during this period, although 
very little went to the governments of Costa Rica, El Salvador, and Para- 
guay. Among the dictators who received the lion’s share were those who 
dominated Cuba, the Dominican Republic, Haiti, Nicaragua, Colombia, 
Peru, and Venezuela. (See Table II.) The announced purpose of this 
benevolence was to buttress the defense of the Western Hemisphere by 
assigning special missions to the armed forces of the various countries, 
but the forces thus equipped were sometimes employed to suppress or deter 
political opposition. 

Indications are that the mistake, if mistake it was, will soon be rem- 
edied. But apparently there is no available remedy that will not involve 
risk. Military officers in charge of this phase of the foreign aid programs 
have argued rather convincingly that Latin-American governments would 
be supplied by other countries, including Soviet Russia and its satellites, 
if the United States failed to furnish the neighboring governments the 
military equipment and training which they felt they needed. Apparently 
both denial and persuasion would have to be employed by our diplomats 
and administrators. The United States seemed to confront a crisis in its 
relations with Latin America as well as with many other parts of the world. 
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Table I 


ASSISTANCE BY THE U. S. GOVERNMENT TO LATIN AMERICA 
Fiscal Years 1946-59 (Thousands) 


Country 
Argentina 
Bolivia 


Cuba 
Dominican Republic 


El Salvador 


RRIMNNNIRON IG 5g e 


Haiti 
Honduras 
Mexico 
Nicaragua 
Panama 
Paraguay 


Uruguay 
Venezuela 
Latin America, general 


Unspecified 


Grants 
582 
127,752 
59,787 
37,886 
24,070 
35,933 
3,231 
2,803 
17,705 
9,241 
80,072 
31,818 
14,339 
110,059 
21,728 
24,771 
15,085 
43,479 
2,871 
2,609 
15,364 
518,236 
.. $1,199,421 


Credits 

$ 206,642 
43,296 
970,100 
213,549 
209,423 
13,435 


177,781 
12,253 


$2,429,522 


Totals 

$ 207,224 
171,048 
1,029,887 
251,435 
233,493 
49,366 
49,794 
2,803 
56,823 
9,883 
82,739 
57,342 
19,005 
499,213 
23,481 
30,587 
28,450 
221,260 
15,364 
24,460 
15,364 
550,073 
$3,628,943 


1Compiled from the latest statistics published by the Commerce Department, 
Indirect assistance channeled through the U. N. and 


Office of Business Economics. 
its affiliates is not included in 


this tabulation. 


Table II 


MILITARY AID BY THE U. S. GOVERNMENT TO LATIN AMERICA 
Fiscal Years 1950-60 (Thousands) 


Country Programmed 
Argentina 
Bolivia 
Brazil 
Chile 
Colombia 
Costa Rica 
Cuba 

Dom. Rep. 
Ecuador 

EI Salvador 
Unspecified 


186,545 
56,865 
34,873 

13 
16,430 
8,719 
24,789 
149 
3,542 


Delivered 
$ 6,328 $ 


Country 
3223 

os ‘Slats 
171,775 
49,681 
30,998 
9 


Mexico 


Panama 
15,943 
8,291 
20,408 
69 
3,201 


Peru 


Guatemala $ 
Honduras 


Nicaragua 
Paraguay 


Uruguay 
Venezuela 


Programmed 


1,624 
2,411 
1,099 
6,882 
1,600 


341 
61,689 
30,343 
49,382 


Delivered 
$ 1,248 
1,802 
880 
4,153 
1,376 


208 
52,102 
24,640 
30,665 


1 Compiled from statistics released by the Department of Defense in March, 1960. 
Deliveries would, of course, be increased by the end of fiscal year 1960. 
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British Military Equipment for Cuba* 


754. Does that mean that there is no sort of general line of policy on 
these matters for the sale of arms abroad ? 

No, Sir, I do not think you could say that. We have got these broad 
points: not to supply arms to our enemies or to people who are likely to use 
them against our Allies: or to use them for aggressive purposes generally; or, 
finally, for subversive purposes. Also for re-export: that is another con- 
sideration which we have at the back of our minds continually. 

759. So that, over the last two or three years, since the senior committee 
was set up, has there been more than that one occasion when you have had 
to resort to ministerial authority? 

Not so far as I am aware—other than the Cuban difficulties and over 
Indonesia . . . Then, also, in the case of the Middle East there have been 
cases where we have gone to Ministers. 

760. Again, to enable the Sub-Committee to judge the working of the 
system, taking the Cuban example, was this committee convened, perhaps 
at the request of the Foreign Office, when the situation was changing, to 
review a process which had already been authorized ? 

The Committee did review it. I am not certain whether it was at the 
instance of the Foreign Office or not, but I think they certainly did review 
it in September, and at that time it was decided that there was not enough 
evidence to justify the process of revoking licenses. 

761. We are advised the license was finally revoked in December. At 
whose instigation was this further review made? 

There was a review inside the Foreign Office going on . . . but as to 
the actual review by the senior committee, I do not know; I think it was at the 
Chairman’s instigation, but I am not certain on that point. 

762. On what grounds was the change made? One of the reasons put as 


* When Castro took over in Cuba, there was considerable criticism in 
England of the misjudgment of the political situation which had among 
other things affected the flow of arms to Batista. Presented here are some 
questions and answers from “Minutes of Evidence taken before Select 
Committee on Estimates (Sub-Committee C), Session 1958-59, Sale of 
Military Equipment Abroad. (London, Her Majesty’s Stationery Office, 
1959). Mr. D. A. H. Wright, an Assistant Under-Secretary of State, Mr. 
K. R. Oakeshott, Personnel Department, and Mr. D. F. Ballentyne, General 
Department, Foreign Office, were called in and examined. 
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governing Foreign Office policy is whether the arms are to be used for 
subversive purposes “‘which might affect the stability of third countries.” 
In the case of Cuba it did not affect a third country? 

No. 

763. But it seriously affected the situation in Cuba. On what grounds 

was the reversal of the order made to let them have arms? 

When it was quite clear—I think in December—that the previous 
regime was no longer likely to remain where it was. 

* * . 


765. So that right up to the last minute, almost, the Foreign Office thought 
that the status guo would be maintained ? 


I think that was a very general impression both here and in other 
countries as well. It was not only the Foreign Office, Sir. The position in 
Cuba was I think clouded by the fact that communications were extremely 
bad, that there was a dictatorship which kept communications under pretty 
strict censorship, and also of course the fact that we have only two Consuls 
in the country. Both of them are non-career people . . . and are in very 
remote places difficult to get at. There were a number of reasons on that 
side. But I think there was also the fact that, until the November elections, 
nobody was really by any means certain that the existing regime would not 


survive, certainly, until the February inauguration of the President. 


766. Was there an election in November which provided a clue? 

Yes, it did give some indication of the way things were going, 
and from that time on we “fudged” on any further applications for licenses 
for Cuba and delayed them. 

767. How long would it be after the elections before goods already 
authorized were in fact stopped? 

They were stopped by the 18th December. 

768. And the elections were when ? 

The elections were in November, Sir. 

769. You do not remember the exact date? 

3rd November. 

770. Should we be right to conclude, then, that five weeks elapsed after 
the elections which provided more reliable evidence than anything hitherto 
available before such goods were in fact stopped? 

Yes, that is true. 

771. Do you know the quantity that went in those five weeks? 

I do not know, but I think it was in the region of four or five 
aircraft. I am not positive of that. The aircraft were delivered I think 
in batches of four or five at three-weekly intervals, but in effect we were 
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preventing further goods from going. We had merely not revoked licenses 
which had already been issued. 


772. That may be. But the question which this Sub-Committee is consid- 
ering is whether arms could in fact reach their destination, whether they be 
old orders or new ones. As I understand the evidence, the position 
changed dramatically early in November, suggesting that it might be unwise 
for arms to go, so much so that further new orders were declined pending 
clarification of the situation ? 


If I may say so, Sir, I think that to say that the situation changed 
dramatically is going rather too far. The election did have an effect upon 
the general consideration of the area, but it did not change the situation 
dramatically. 

773. What did? 
I think the final victory— 


774. No. At some point you decided that there had been a dramatic 
change sufficient to decline to fulfill an order that had been on the books 
quite a while? 

No, I do not think that is what I said. 

775. But that is when we understood that there were in fact goods 

stopped from going which had been booked for some time? 
That was in December. 
776. And that presumably was based on sufficient evidence to warrant 
failure to deliver the goods? 
Yes. 
777.Which, for simplicity’s sake, I am calling a dramatic change? 
I see. 
778. But you would not agree that that change came early in November? 
" No; I think we had indications earlier than November that things 
were going rather worse for the Government. We decided in November 
to delay granting any more licenses to see how the situation developed. 
* * * 


780. Then do we understand that it was not until there was no shadow 
of doubt that the orders were in fact stopped ? 
Yes. It was an accumulation of evidence rather than any particular 
change, Sir. 
* + + 


782. Could you tell us when that change took place? 
On the 1st January. 
783. So that the revocation order was made two weeks before the over- 
throw of the then existing Government? 
Yes. 
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784. Does that mean that in July, August and September, when appar- 
ently authority was given, there was no knowledge of the existence of the 
rebel movement and of its success? 

No, Sir; there certainly was knowledge of it. 

785. It was misjudged. 

In the light of subequent events, you can say that. 

786. You told us that the situation was very cloudy and that there was 
very little knowledge of what was happening, due to the smallness of the 
Foreign Office representation in Cuba, did you not? 

Yes. 

787. How many people have you in Cuba? 

We have got a small embassy and two honorary vice-consuls. 
* * * 

793. Do you know whether the goods at this time were paid for? 

The aircraft were in fact totally paid for by an irrevocable letter of 
credit. 

794. Was each of these aircraft the subject of a separate license? 

I think not, Sir; I think they were all on the one license. 


795. Is it normally your practice when the sale of a block of aircraft 
or other equipment is contemplated to license the whole thing in one block 
or to line up the license with the numbers shipped ? 


I do not know; that is a Board of Trade matter. We would merely 
say that we would have no objection to a particular order going through, 
and if the Board of Trade care to phrase it like that, then it is really their 
responsibility. 

796. If you were doubtful about the creditworthiness of a customer, 
and it might be you who were doubtful from your information rather than 
the Board of Trade, would not you have a view and express it? 

We would certainly advise the Board of Trade, Sir. 

797. Did you give them any advice on the extent of the license in this 
case? 

No, we did not so far as I know, and when it was granted, which 
was in July, I think there was no reason to doubt the stability of the regime 
at that time. 

798. When authority for the sale of arms to a foreign government is 
given by the process with which we are now familiar, do you advise the 
embassy in that country of what is likely to be coming along in the way 
of arms? 

The Foreign Office does not normally do that; that would be done 
through the Service Attaché. 
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799. Supposing there is no Service Attaché? 

Then it would go through the Foreign Office. But we do not 
make a regular procedure on every license granted of informing embassies. 

800. How can you rely on your representatives overseas advising you 
that what is planned in advance may prove to be inadvisable if they do not 
know that such a plan exists? 

We rely on the embassies abroad to keep us generally informed 
on the political and economic situation. It is then for us in London, and 
not only the Foreign Office but every other Department, to assess that 
information and to allow applications for arms or any other exports, but 
you would not expect an embassy to pick up every individual order that 
goes through and advise upon it as it is fulfilled. 

801. No; you misunderstand me. I am not suggesting that there is a 
question of advising upon it. I am asking whether you would agree that 
an ambassador in a foreign country would feel lacking in important knowl- 
edge if he did not know that intwo, three or four months’ time arms the 
the sale of which has been negotiated would be arriving, or would you 
have thought that that was part of his general knowledge of the process? 

Yes. 

802. But he may very well not possess that knowledge? 

With big orders I think it is almost certain he would be aware 
through the representative concerned in the country of the export of arms, 
who would be in touch with the embassy, and he would also be aware 
through the Board of Trade or through the Foreign Office or even through 
a Service Department. But I do not think there is a regular routine of actu- 
ally notifying ambassadors of what licenses have been granted and of orders 
coming through for arms. 

803. Would you not agree that in certain countries, which may be de- 
scribed perhaps as less stable than others, both as to their Government and 
their inclinations, it is useful for that to be routine practice? 

I think it would be, yes. 

804. Do you happen to know whether the embassy in Havana was aware 
before you asked them about the situation that arms were coming in? 

I am almost certain the answer is yes. Yes, Sir. 

805. I am not quite clear on this. There is a reference to honorary 
vice-consuls. I must confess I had never heard of them before. Presum- 
ably that means that the department do not regard Cuba as of first class 
importance and therefore do not have a full staff. Does it also mean that 
because the Foreign Office did not have representatives in that part of the 
country, where it was known the rebels were, they had very little knowledge 
about the possibility of their succeeding? 
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On the first question, Sir, we have a system of honorary consuls 
throughout the world, not only in Cuba but in France and America too; 
it is a matter of not having enough full time work for one man, so that 
I do not think one can say we do not regard Cuba as of first class importance 
from that point of view. Whether or not if we had had career consuls 
there with, as you might say, facilities for communicating immediately 
with the embassy we would have been better informed, I do not know. 

Findings} 

Revocation of Licenses: Cuba, 1958. Your Committee examined in some 
detail the recent exceptional case of the revocation of a license to export 
military aircraft to Cuba. A review of the original grant of a license was 
made in September 1958 when it was decided that there was not enough 
evidence to justify revocation. There followed an election on 3rd Novem- 
ber which provided a clue that the existing regime was not likely to remain 
long in power, and in that month it was decided to delay granting any further 
licenses. Then on 18th December when evidence had accumulated, the 
license was finally revoked. The aircraft were in fact by this time totally 
paid for by an irrevocable letter of credit. Whilst your Commission appre- 
ciate that in the uncertain situation that existed in Cuba during the latter 
half of 1958 the Foreign Office was suffering from the handicap of having 
only a small embassy staff and two honorary consular officers who were 
in remote areas, they have come to the conclusion that there was a serious 
failure to obtain timely and accurate information. 


1 Sale of Military Euipment Abroad, xv. 





COMMUNICATIONS 


On the Motivation Underlying 


Foreign Investment 


By R. W. Trenton* 


This comment refers to the article on ‘The Motivation Underlying 
Foreign Investment,” by Professor Wendell Gordon, in Volume 13, No. 3 
of this journal. 

Professor Gordon's broad attack against the customary explanation of 
the’ flow of foreign investment based on a differential in the rate of in- 
terest adds interesting considerations of an institutional nature. However, 
he overshoots the mark when he claims that 
lower in the debtor and underdeveloped countries than they are in the 
creditor and developed countries.” He bases his statement on the undis- 
puted fact that profits are negligible in subsistence agriculture. 

His case stands on weak grounds. Investment flows concentrate on areas 
of high profit rates such as he mentions in distribution and manufacturing 
in the underdeveloped countries, not in subsistence agriculture. Profit 
rate differentials refer only to that sector of activity of a country where 
financial investments do take place. The mere subsistence area which is 
frequently large in underdeveloped nations is not ordinarily included in 
investment and profit considerations. 

The importance of commercial bank interest rates which are agreed to be 
much higher in the underdeveloped countries cannot be dismissed lightly 
with a glance at the rate of inflation. They do not just “look higher than 
they are” when we fail to consider price level change. It is true that a 
10 per cent rate of interest may incorporate a 5 per cent risk premium 
against inflation because an investment made by a bank takes the form of 
a promise to pay a fixed amount of local currency on a future date. Even 
though it may be cheap to borrow at this rate during a long-run inflation, 
the 10 per cent is a formidable short-run obstacle to the potential domestic 


average profit rates are 


*Professor of Economics, Oklahoma State University. 
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investor. Inflations do not move at an even pace, while interest payments 
are due on schedule. The investor from a creditor country who can borrow 
at 5 per cent experiences a net gain in the debtor country regardless of 
the progress of inflation. His investment is likely to be of the profit 
sharing type in the form of capital stock rather than a fixed amount of 
local currency. This type of investment is not hurt by inflation at all and 
the higher rate of profit is a positive gain. 

Finally, Professor Gordon seems to overlook the fact that potential 
profits are the decisive factor which attract an investment flow. This poten- 
tial is seldom realized when we average the profits and losses of an indus- 
try. The well-established principle of a lottery utilizes the exaggerated 
optimism which is part of human nature and expects to draw a winner 
regardless of the mathematical evidence. The high nominal rate of profit 
exerts a strong pull on the foreign investor who has reason to hope for 
a quick return on his investment and the added opportunity of rapid 
growth and a new market with immeasurable, but expectedly higher profits 
in the future. 

The views expressed here on the function of the rate of interest also 
explain why foreign, not domestic capitalists concentrate on industrial 
investments in underdeveloped countries. The local investor cannot borrow 
as rapidly abroad at 5 per cent as his foreign counterpart. Due to the 
ever-present danger of inflation he hesitates to wait and accumulate large 
funds such as required for commercial ventures. He buys real estate for 
protection and leaves the commercial ventures of major size to the for- 
eigner. This pattern has been so long established that it has become part 
of the historical tradition. It does not deny, rather emphasizes the key 
function of profit differentials in the broader picture of foreign invest- 
ments. 





